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THE REVOLUTION CONTINUES

The year 2004 transformed 1/O. Following the acquisitions of Concept Systems and GX Technology, /O moved beyond
its 35-year legacy of being an equipment manufacturer for the global seismic contracting industry. By integrating these
well-respected entities into the I/O family, we have collectively created the world’s first, technology-focused seismic
solutions company. /O is committed to leading the global oil & gas industry into the next era of seismic imaging - Digital
Full-wave - by developing the solutions needed to address the most difficult geophysical challenges worldwide.

I/O has developed, acquired, and deployed advanced technology solutions that are vital for leading the E&P industry into
the Digital Full-wave era. These include software and services for designing customized 3-D and 4-D seismic surveys. Digital
sensors for advanced imaging on land and on the seabed. Seismic acquisition platforms and data management
software that provide step-change improvements in field operational efficiencies both onshore and offshore. Processing
solutions that enhance the quality and resolution of the final seismic image. And services across the seismic workflow that
enable oil & gas companies and seismic acquisition contractors to better apply, and gain a competitive advantage from, our
broad portfolio of technologies at all stages of the hydrocarbon reservoir lifecycle.

I/O begins 2005 as a new company poised to tackle the challenges and capture the opportunities of a new era in seismic

imaging. Our mission at 1/Q is clear - to give seismic a whole new image. The revolution continues.
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MILESTONES RECENLE PER 3USINESS SESMENT

300
o Raised more than $200 million in growth capital

o Completed the accuisitions of Concept Systems znd GX Technoliogy

o Increased revenues 65% te $247 milllon
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Systems businesses %, ', 7w
Y o Land Imaging Il Concept Systems (]

s Concludad the salz of cur ADplied MEMS™ business to Colibrys

Marine Imaging GXT (including AXIS)




LETTER TU SHRREHOLDERS

I began last year’s letter by stating that a journey of a thousand miles begins with a single step. In 2004, we took several giant leaps
forward. As with any journey, we had a couple of unanticipated setbacks along the way. On balance, we made solid progress in
executing against the vision our management team formulated in the summer of 2003. With hydrocarbon demand increasing
and supply pressures mounting, we remain confident in the need for a new era of seismic imaging technology to enable oil & gas
companies worldwide to meet their exploration and production objectives. And we, along with several thought leaders in the
E&P industry, believe digital full-wave imaging will provide the breakthroughs necessary to find, develop, and produce
hydrocarbons more effectively and efficiently.

The acquisitions of Concept Systems and GX Technology (GXT) were our most significant developments of 2004. These two
companies are well recognized in the E&P industry for their advanced technologies and service offerings. By bringing them both
into the I/O family, we believe we now possess the foundation of hardware, software, and survey design and processing services
needed to deliver against our full-wave strategy. We're already benefiting from these acquisitions today. Our technical teams are
hard at work on a series of projects to integrate our existing offerings and to develop the next generation of seismic imaging
solutions that should benefit both oil & gas companies and seismic contractors alike in the years ahead.

As important as these acquisitions were to |/O, there were many other noteworthy developments during the year. We deployed
new acquisition systems in both the land and marine environments. We saw continued uptake in VectorSeis sensor technology.

Several of our businesses had record years. And we continued to lay the foundation for growth and operational improvement.

In transitioning from 2004 to 2005, we are moving from a year of building our strategic foundation via acquisitions and launching
new technologies to a year focused upon business execution. I'm confident in our vision for the company, but realize we have a
significant amount of work to do to turn our view of what's possible into solid business performance, Operationally, the Last half of
2004 was disappointing since we didn’t deliver our desired financial results. In retrospect, most of our issues were related to initial
technical issues with our new system introductions and business development challenges related to creating market pull for our
full-wave offerings. 1 believe these issues are transitional in nature and are being adequately addressed as we progress into 2005.

I am encouraged by the amount of progress we’ve made in such a short period of time. Is there more to be done? Absolutely. My
team and | are committed to executing against the plans we have drawn up and to delivering against the goals we have set,
Continuing the turnaround of our equipment business, especially in Land imaging Systems, and more tightly integrating Concept
Systems and GXT into the I/O family, are at the top of our list. As with any endeavor, there will be challenges along the way.
| assure you that we will do everything within our means to anticipate and address these in a timely, effective manner.
/\\

For those of you with the time and interest to learn more, over the next several pagesJ LL descrlbe where we've been and where
we're going as I/O continues Giving Seismic a Whole New Image”.

Thank you for your ongoing support of my team and their ambitious efforts. s

@m&@ @ML _'

Robert P. Peebler
PRESIDENT & CEQ




THE OIL & GAS COMPANIES.

STATE OF THE INDUSTRY

IN LAST YEAR'S SHAREHOLDER’S LETTER, | PROVIDED YOU WITH AN IN-DEPTH
PERSPECTIVE ON THE SUPPLY-DEMAND DYNAMICS WITHIN THE GLOBAL E&P INDUSTRY
AND HOW | THOUGHT THEY MIGHT IMPACT THE SEISMIC SECTOR. LET ME SUMMARIZE
THE MAJOR THEMES HERE AND TELL YOU WHAT’S CHANGED, FOR BETTER AND FOR
WORSE. PLL START FIRST BY REFLECTING ON KEY THEMES FROM THE PERSPECTIVE OF

o Escalating global demand for hydrocarbans, with China and India leading the charge

> Mounting supply pressures as new discoveries zaceme smeller and decline rates of
both new and existing fields increase in mzany hyd ccarben basins

o Rising oil ard gas prices

o Persistent geopoliticel uncertainties, especially in the former Soviet Union and

Micidle Eas?

o Increasing finding and develepment costs

Over the last year, there has been little change to these
macro themes. If anything, the trends have become more
favorable for I/Q and ou- peers in the seismic sector.

Take China, for example. While there is some talk of the
Chinese economy cooling, any stlowdowns that do occur
will be off a torrid 8-10% GDP growth rate sustained over
the last decade. By contrast, most Western economies
grow at 3-4% each year. As Chinese consumers amass
more wealth, one of their first discretionary purchases
will be an automobile. We've done some back-of-the-
envelope calculations that indicate fuel for automobiles
in China could increase global demand for oil by 0-15
million barrels per day over the next decade. China’s
energy requirements, not just for gasoline but for all
forms of energy, explain why the Chinese-backed oil &
gas companies have been so active on the international
stage, forging deals with lran, Russia, Angola, Australia,
Venezuela, and the Sudan (among others) to secure

hydrocarbon supplies.

On the supply front, there has been little change to the
generally held perspective in the industry that each

incremental barrel becomes harder to find and more costty
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discoveries and rounds of activity, even in fairly mature
regions like the onshore U.S. But most known hydrocarbon
basins have been fairly well picked over and the industry
finds itself in a push towards deeper waters offshore orina
scramble for resource access in the former Soviet Union,
Africa and the Middle East.

However, the risks associated with these areas are
high. Witness the reduction in direct foreign investment
in Russia following the Yukos ordeal, continued concerns
about terrorist activity, the uncertain stability of the
government in Saudi Arabia, and attempts at stabilizing
Irag. While the fallout from these risks can impact I/O’s
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GROWING WORLDBIOE EEP EXPENDITURES
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business in an unfavorable way from quarter to quarter,
we stand to benefit over the long-term. Why? Primarily
because the emerging markets contain roughly 90% of
the world’s oil and gas reserves and many of these
regions are under-imaged when it comes to seismic.
When the supermajors, like BP and ConocoPhillips, sign
joint venture deals with Russian oil & gas companies to
explore and develop hydrocarbons, we stand to benefit
as they acquire and process new seismic data in the
region. A similar up-cycle will begin soon in Libya. And,
hopefutly, one will begin in Iraq over the next 2-3 years.
From the perspective of /O, these trends are our friends.

Let me reflect for a moment on the impact of these
trends, and other industry factors, from the viewpoint
of the seismic acquisition contractors and 1/O. Again, the
news is generally favorable.

« E&P capital spending plans have increased
for 2005

- Equipment utilization and prices are beginning
to strengthen

- New seismic acquisition capacity is being added
both onshore and offshore

° A technology upgrade cycle is
especially in the marine segment

beginning,

Most of the major oil & gas companies have released their
plans for capital expenditures in 2005. In general, we're
seeingincreases of 8-10% across the board. That's the good
news. However, a significant portion of the planned
increase is targeted at development drilling to take
advantage of high oil and gas prices. While this won't create
a step-change increase in seismic activity in the near-term,
the channeling of funds by
the E&P companies towards

2000

2001

2002 20

production projects will do
littte  to the
looming global supply-

address

demand gap | mentioned
earlier. The silver lining for
/O from this
allocation will likely be a

capital

Source: Citigroup Smith Barney E&P

Spending Survey (2001-2005)
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sustained period of fairly
high commodity prices and a steady increase in seismic
activity over the longer term as E&P companies reallocate
budgets towards exploration and reservoir development,
including 4-D seismic applications.

A number of segments in the oil field service sector,
including seismic, are showing signs of increasing
utilization. As is generally the case, price increases soon
follow. In the seismic sector, we're beginning to see a
tightening in the 2-D marine vessel market with much of
the fleet signed up to longer term contracts. The 3-D
acquisition markets appear to be tightening in both the
North Sea and the Gulf of Mexico, as changes to the

fiscal regime and looming lease expirations drive new
cycles of activity among both existing players and potential
new entrants. The marine acquisition segment seems to be
recovering more quickly than the land acquisition segrment,
which still suffers from excess crew and equipment capacity
in many regions.

However, even land is showing signs of strength. Several
contractors have added, or plan to add, capacity. In

LAND CREW DEPLDYMENT TRENDS

Major North American Contractor
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some cases, the additions are substantial. One of the
largest contractors plans to double the number of land
crews they deploy around the world by the end of 2005,
While this is generally good news for 1/O, our biggest
challenge will be to make the case that these new crews
should be mobilized using the next generation of full-wave
technology rather than either pulling stacked equipment
from inventory or extending their installed base by
purchasing new, but outdated, technology.

1/Q is poised to benefit from a technology upgrade and
replacement cycle, especially in the marine segment.
During the seismic down-cycle that started in the
late 1990’5, many marine contractors lacked the
funds to update their vessel fleets with the Llatest
technologies or froze capital programs as they
contemplated mergers that never materialized. The
harsh marine acquisition environment takes its toll
on the best of equipment and we now have signs
that several players see the need to begin a fairly
significant and sustained retooling. The oil & gas
companies appear to be putting pressure on the
contractors to make this happen since the latest
generation of marine streamer technologies - including
digital source controllers, low-noise streamers, acoustic
positioning gear, and streamer control systems-
significantly improve the quality of 3-D and 4-D seismic
images as well as the efficiency of vessel operations.

While there are still risks and uncertainties, I/O generally
stands to gain as the seismic sector begins a
long-anticipated rebound. For the first time in nearly a
decade, the tide is once again rising in the seismic
business and, as our contractor customers’ business

improves, so should ours.



MEMS accelerometer chips used in VectorSeis
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VISIOH FOR FULL-WRVE

OUR FUNDAMENTAL VISION IS TO LEAD THE OIL & GAS INDUSTRY INTO THE NEXT ERA OF SEISMIC IMAGING, WHICH
WE CALL DIGITAL FULL-WAVE. SINCE MODERN SEISMOLOGY BEGAN IN THE 1920’S, THERE HAVE BEEN TWO ERAS.
THE 2-D ERA WAS THE FIRST, LASTING FROM THE 1920’'S THROUGH THE EARLY (980’S WHEN THE SECOND ERA - THE
ERA OF 3-D SEISMIC - BEGAN. EACH OF THESE ERAS HAVE BEEN UNDERPINNED BY A MYRIAD OF INNOVATIONS IN
ACQUISITION EQUIPMENT, SOFTWARE, AND SEISMIC DATA PROCESSING TECHNIQUES AND SUPPORTED BY

COMPLEMENTARY INNOVATIONS IN COMPUTING AND INTERPRETATION SYSTEMS.

Seismic technology continues to serve the E&P industry
well, providing a view thousands of feet beneath the
surface of the Earth and allowing geoscientists to identify
new sources of hydrocarbons ahead of the drill bit.
In recent years, geophysicists have begun to design
surveys and acquire 3-D data in what is sometimes
referred to as time-lapse (or 4-D) seismic. As promising
as these time-lapse techniques can be in revealing
changes in a hydrocarbon reservoir across the explore-
appraise-develop-produce lifecycle, 4-D seismic is
fundamentally a series of repeat 3-D surveys conducted
over an extended period of time.

While there have been significant enhancements to
the underlying technologies since the 3-D era began
nearly 25 years ago, current 3-D seismic suffers from
several limitations:

« Measures ground motion in a single directicn
using a mechaniczl, coil-sprinz gzophone

« Captures only ¢ portion of the full seismic
wavefield {zhe pressurs or P-wave)

° Under-samples the subsuiface because of
equipment and ezonomic constraints

» Assumes the Earth is romogenicous or isotropic

In @ number of cases, these Limitations don't necessarily
constrain the utility of the seismic image. When

geophysicists are attempting to locate large, well-defined
structures or to capture a single image early in the life of a
reservoir, 3-D seismic is usually good enough.

However, as subsurface reservoir targets become deeper,
more subtle, or more structurally complex, or when
geophysicists want to delineate rock and fluid properties
(and movements) within reservoirs, conventional 3-D
seismic may no longer suffice. As more and more of the
world’s hydrocarbons are located in these types of
reservoirs and as the need grows to optimize hydrocarbon
production through every possible tool (including 4-D
seismic), the E&P industry needs an entirely new
approach and a new technology toolkit.

This is where digital full-wave seismic comes in. We,
along with several thought leaders in our industry,
believe that digital full-wave will underpin the third era
in seismology. Why? Because we believe digital full-wave
addresses the limitations of traditional 3-D seismic
highlighted earlier. Let me explain.

To develop an image of a reservoir thousands of feet
below the surface, geophysicists send acoustic energy
into the Earth. This energy reflects off individual rock
layers and eventually makes its way back to the surface
where it is recorded with highly sensitive sensors. Since
the 1920’s, the sensor design has certainly evolved, but it




still centers upon the coil-spring geophone. The springs
in thousands of geophones vibrate in response to the
reflected energy, after which highly advanced signal
processing techniques are used to determine where
the reflected energy came from in the subsurface. The
problem is that most geophones are designed to record
energy in only one direction {up and down), yet reflected
energy is coming from all directions.

If the reflected energy can be recorded in three
directions rather than one (what geophysicists would
refer to as a vector), more data is captured, the chances
of determining where the reflected energy came
from in the subsurface is improved, and a more accurate
image can be developed. This is the technology that
underpins VectorSeis, our three-component digital
sensor based on advanced MEMS {micro-electro-
mechanical systems) technology.

VectorSeis brings benefits that extend beyond just recording
seismic data in three directions. It captures the energy from
the full seismic wavefield, revealing a more holistic, accurate
image of the subsurface. When seismic energy travels
through the Earth, it does so in multiple forms.

Since the 1920's, only one form of wave energy {what
geophysicists call the P-wave) was recorded in most
seismic acquisition programs. Until recently, seismic
sensor technology didn't allow cost-effective recording
of the full-wave data. In addition, many geophysicists
didn’t exactly know how to measure or process the other
waves and they were effectively removed as noise during
the signal processing step.

These other waves (especiaLLy the shear or S-wave)
contain valuable information about the subsurface. By
removing this information, insights into structure,
lithology {rock type), and fluid locations were Lost. Since
VectorSels can be deployed either on land or on the
seabed, it has application in both onshore and offshore
acquisition environments. And we believe VectorSeis’
ability to capture shear wave information, which is
especially valuable in detecting fluid types and
movements, should make VectorSeis the sensor of
choice for time-lapse 4-D seismic applications.

Beyond enhancing the subsurface image, VectorSeis also
delivers improved field efficiencies during acquisition.
Geophones are typically deptoyed in arrays, with 6 to 128
geophones per recording station {there are generally 2,000
or more recording stations on a land survey). VectorSeis is
a single-point recording sensor, meaning that only one
VectorSeis sensor is needed per recording station. These
features allow VectorSeis to be more rapidly deployed and
moved by land acquisition crews during field operations.
Our customers get the dual benefits of improved images
in shorter periods of time.

1/Os vision for full-wave is about more than just the
sensor. It's also about how surveys are designed, how the
data is acquired in the field, and how the data is
processed. VectorSeis is a key enabler in survey design,
field acquisition, and data processing. It is a bit of our
secret sauce. But our vision for full-wave is not defined
by VectorSeis alone.

Let me give you an example involving survey design.
Conventional seismic surveys are designed in what we
call 2 shoebox configuration. This means they are long in
one dimension and shorter in another, which is a
vestige of the acquisition platforms that the sensors are
connected to and the traditional practices of acquisition
crews in the field. The shoebox is effectively imposed by
the limitations of acquisition equipment, whether used
by aland crew or on a streamer vessel. The problem with
the shoebox is that it tends to over-sample seismic data
in one direction (the long axis) and under-sample seismic
data in another. In many cases, this design is sub-optimal.




An analogy might be looking at a television screen in
which the resolution is really high in the middle of the
screen, but distorted as you looked at the edges near the
top and bottom.

One of our key goals is to develop survey design
software, provide value-added expert services, and
reconfigure our acquisition platforms so that cil & gas
companies and contractors have the ability to deploy
technology in a manner that is highly customizable to the
subsurface imaging task at hand. By using our MESA®
survey design software, single-point VectorSeis sensors,
and our VectorSeis System Four® land acquisition
platform, our custorners have the ability to design and
execute highly-tailored seismic programs that are Image-
Driven”, not equipment-constrained.

A key reason to move away from the shoebox design
is to be better able to account for velocity changes
in the subsurface that are a function of compass
direction, or azimuth. Conventional 3-D surveys
effectively ignore these azimuthal velocity changes and
assume that the Earth is homogeneous or isotropic in all
directions. Geophysicists will readily acknowledge that
this is a faulty assumption, as rocks are buried and
compacted in the subsurface with a certain orientation,
much like the grain in a wood tabletop. The problem with
the conventional assumption of homogeneity is that
seismic waves will travel faster in the direction with the
grain than they do when traveling against it. If not
accounted for, these azimuthal velocity changes distort
the subsurface image.

To be able to properly account for this velocity
anisotropy, a geophysicist has three requirements. The
first is a survey that is shaped more like a square than a
rectangle. In the short direction of the rectangle, there
typically isn't enough distance (or offset) to be able to
record and account for these velocity changes across the
entire 360-degree azimuth range. So survey design is
critical. The second is a highly accurate three-component
sensor like VectorSeis that captures the full seismic
wavefield across a very high signal bandwidth.

Interior of VectorSeis sensor




The third is an anisotropic processing technique.

AZIM”, developed by our AXIS Geophysics group in =
Denver, is considered tc be one of the leading 1
products in this area and has been used by one of the ™
supermajors to reprocess nearly their entire onshore ™
North American seismic data Library. .
P
We've come a long way in articulating our full-wave -1
vision, evangelizing it within the E&P industry, and =
commercializing the early technologies necessary to ond
deliver real value to our customers. We have more ]
work to do in this area, especially in developing -
processing algorithms that can take advantage of the ]
futl-wave data captured by VectorSeis. Nonetheless, oo
in a variety of reservoir settings and acquisition -
environments that span the globe, the oil & gas o]
companies are beginning to acknowledge the 5
potential for digital full-wave seismic. And not just ' N
tomorrow, but today. ’
One of the most promising trends for 1/O and the 1
industry is that many of the more intractable i

imaging problems lend themselves to full-wave Subsurface data coverage for conventional

solutions. Full-wave works especially well when shoebox {top) and wide azimuth (bottom)
. survey designs

there are abrupt velocity changes that occur
in the near-surface layer. These velocity changes

are generally caused by things like permafrost,

sand dunes, and desert hard pan. The fact that a

Large portion of the world’s remaining hydrocarbons
exists in the Arctic and Middle East bodes well %
for full-wave technologies in these areas.

i

i

i

Full-wave also works well in detecting fluid
movements and in removing ambient sources

of noise, like those caused by drilling and production e L
operations. This provides a potentially large
addressable market for full-wave in time-lapse
4-D seismic within producing oil & gas fields. With

the recovery factors for many reservoirs still less than
50%, many E&P companies view 4-D seismic as an

important tool for reservoir management and py induced by

andfracturing

improved recovery.

Finally, full-wave is well suited to identifying subtle
properties within reservoirs, including fractures and
thin, gas-filled sand-shale sequences. As more of the

world’s hydrocarbons are produced from these types
of reservoirs, we expect full-wave technologies to
benefit and become more widely applied.

AZIM anisotropic processing to
detect reservoir fractures
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PREVIOUS ACQUISITION IN OUR COMPANY’S HISTORY WAS AS STRATEGICALLY IMPORTANT AS EITHER THE CONCEPT SYSTEMS

OR GX TECHNOLOGY TRANSACTION. BY COMPLETING BOTH ACQUISITIONS IN THE SAME YEAR, WE TRANSFORMED THE

OMPREHENSIV RA Y REVIEW DURIN 00

FOMPANY AND CAPTURED TWO KEY TAR WE IDEN DIN O

1/O IS NO LONGER AN EQUIPMENT MANUFACTURER SELLING ONLY HARDWARE TO THE SEISMIC ACQUISITION CONTRACTORS.

SORTEOLIO OF HARDWARE, SOFTWARE, AND SERV
PERHAPS MORE IMPOF

D LIKE 10 JELL YOU A

LORPORATE STRATEGY. LET ME BEGIN WITH CONCEPT SYSTEMS, WHICH I/O ACQUIRED IN FEBRUARY 2004.

EAD, WE HAVE BECOME THE WORLD’S FIRST TECHNOLOGY-FOCUSED SEISMIC SOLUTIONS COMPANY WITH A RICH

HAT ABD VALU O BOTH M QU ONCO

%v

CINDEPT BY¥STIMS
Concept Systems Limited is a 2! year-old company
based in Edinburgh, Scotland. Concept Systems has
approximately 80 employees whose backgrounds span
key disciptines such as geoscience, engineering, applied
mathematics, and computer science. The inclusion of
professionals with methematics and computational
science training reflects Concept Systems’ original
mission to provide advanced navigation solutions to
operators of marine streamer vessels in a pre-GPS
{gtobal positioning system) world. Imagine the complexity
of trying to figure out where a streamer vessel was in
the ocean, along with the miles of streamer cables
towed behind it. Bringing mathematical soluticns to this
challenging problem via software and services is what
gave Concept Systems its foundation and cemented
its relationships to both vessel operators and the

oil & gas companies.

Over time, Concept Systems extended their offerings to
include integrated data management software for the
marine streamer vessel fleet. On a modern seismic
vessel, there are numerous technology subsystems

associated with locating and navigating the boat,
determining the position of the streamers behind it,
locating the air gun energy sources (along with
synchronizing the firing of these energy bursts), and
recording reflected energy on hydrophones towed
behind the streamers. Figuring out what equipment is
where, and matching up source energy and recorded
energy in both time and place, is an extremely
challenging task.

Concept Systems develops the software, and provides
services on-board the vessel, to help streamer vessel
operators acquire, quality control, and integrate data from
all these disparate subsystems in a highly reliable,
cost-effective manner. Concept Systems’ leading market
share is a testament to its stature and importance in
modern marine streamer acquisition operations.

As the time-lapse 4-D seismic market continues to grow,
50 too will the importance of Concept Systems. The
most critical element on a 4-D survey is repeatability from
one survey to the next. This requires minimizing
variations from survey to survey so that the only thing

ORS AND




changing is the signature of the reflected energy caused
by fluid movements in the reservoir. To do this, the
vessel and its streamers must be in effectively the same
place each time, and heading in the same direction in
each survey. The air guns need to fire in effectively the
same location, and be towed in the same direction. This
perhaps sounds easier said than done. Concept Systems
is effectively the autopilot for the entire 4-D operation,
making sure the vessel and its equipment are on course
and shooting/recording in the optimal location every
time on every survey, quality controlling the operation,
and making the adjustments necessary to keep things
on track according to the plan provided by the
oil & gas company.

Concept Systems has a number of attractive growth
platforms moving forward, some of which they have
already begun to capitalize on. For instance, they have
taken their competence in the marine streamer area and
extended it to the marine seabed market through a
product called Gator, which has become the de facto
standard for data integration among seabed acquisition
contractors. They have alsc begun a similar extension
into land acquisition with a product called Scorpion.
Additionally, they have a successor product for their
marine streamer offerings (called Orca), which should be
commercially available later in 2005.

All of these products are available as stand-alone
software offerings to the global acquisition contractors,
and we intend to continue this philosophy.
Simultaneously, we have begun efforts in the streamer,
seabed, and land segments to imbed key features of
Concept Systems software into our acquisition
platforms. We believe this tight integration, between
software and hardware, will extend the functionality and

appeat of our offerings in the marketplace.

The analogy here is similar to the tight relationships
that existed between Microsoft, Intel, and Compagq as
the PC market took off in the late 1980's and early 1990's.
All players were effectively open standards companies.
But their tight alignment allowed them to develop
products with additional functionality, which operated in

a more seamless way and could be delivered more
rapidly to the market than their competitors.

We also believe Concept Systems has an exciting
services opportunity to act as a technical advisor
on the front-end of 4-D seismic programs, helping the
oil & gas companies determine which assets in their
portfolio will best respond to time-lapse seismic,
optimize the design of surveys for repeatability, and assist
in the evaluation and selection of appropriate
technologies. For the past four years, Concept Systems
has been funded by oil & gas companies to develop and
deploy the technologies these companies need to
unlock the potential of 4-D. During this time, Concept
Systems has consulted on approximately fifty 4-D
projects around the world. Looking ahead, we believe a
back-end services opportunity exists associated with
integrating and quality-controlling data before it is
passed along to the seismic data processing phase, as
well as in managing and storing the large volume of time-
lapse seismic data.

GH TECHNDLOGY

GX Technology is a |6 year-old company based
in Houston, Texas. The GXT group has more than 200
full-time employees, many of whom are advanced degree
holders in geophysics, supplemented by a team of
technical contractors whose numbers vary depending on
project activity levels. The company’s original mission
was to provide advanced depth imaging services to oil
& gas companies with operations in the Gulf of Mexico
(GoM). The GoM was the real proving ground for the
processing technique known as pre-stack depth
migration (PreSDM), which is used to image complex
subsurface structures such as those abutting salt domes,
that are highly faulted, or that have extreme dips in the
reservoir bedding layers. PreSDM is used to map
reflected seismic energy into the right location in the
subsurface both laterally and vertically. The technique
involves building complex velocity modetls that convert
the reflected travel time of seismic waves to depth, is
extremely computational-intensive, and requires
substantial expert intervention and iteration to
perform properly.

Real-time streamer
’5;’: L positioning display
‘o {Concept Systems)
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N As one of the leaders in PreSDM, GXT has an estimated
e 20% share in the GoM depth imaging market and is
generally considered to be number one or two by
their customers on dimensions such as technical

sophistication and customer service. GXT's client List

includes supermajors, independents, and national oil

PreSDM data from GulfSpan
imaging subsurface to 18,000
meters (60,000 feet)

Reservoir pore pressure prediction from high

companies, many of whom have been long-standing resolution velocities

customers. Trust-based relationships have been forged
with many of these oil & gas companies and their
geographic scope of operations have created a pull for
GXT PreSDM services in other locations, including
London, Aberdeen, and Calgary. We plan to open at
least three additicnal processing centers in 2005 (in
Venezuela, Angola, and Nigeria) based upon customer
requests for local presence and significant commitments
of future work. Since national oil companies control the
majority of the world’s hydrocarbon reserves, we believe
itis critical to extend our international presence in order
to be closer to this important customer segment.

Following our acquisition of GXT, we aligned our Denver-
based GMG/AXIS group with GXT. The synergies in this
realignment were significant. AXIS focused primarily on
processing seismic data acquired onshore and had
developed a special expertise in azimuthal velocity
analysis, which is the ability to understand how acoustic
waves travel within the Earth as a function of their
direction of propagation. Prior to the transaction, AXIS
had a limited presence in marine data processing and also
lacked the scale and capability for undertaking PreSDM.

GXT focused primarily on processing seismic data acquired
offshore and had developed a special expertise in
tomographic velocity analysis, which is the ability to
understand how acoustic waves travel spatially within the
Earth without consideration of their direction of
propagation. When we put AXIS and GXT together, we get
significant synergy and scale. We can now process data
both onshore and offshore. In addition, | believe we possess
the best “whole Earth” velocity analysis capability in the
industry because we can now help geophysicists determine
acoustic wave velocities both spatially and as a function of
direction. Since velocity modeling is so critical to PreSDM,
being the best whole Earth velocity modeler should allow
GXT to extend its leadership in this critical imaging area and
be prepared to participate in what many expect will be
considerable market growth as PreSDM becomes more
commonplace in many land-based reservoirs.

Our AXIS and GXT processing teams are already working
extremely well together. They have made a step-change
improvement in the effectiveness and computational
efficiency of the algorithm used to enhance the P-wave

data acquired by VectorSeis (a technigue called
Vector Filtering), have a project underway to dramatically
reduce the cycle time associated with processing
seismic data, and have pursued and won several

joint commercial opportunities.

This is just the beginning, however. PreSDM is an integral
part of the workflow for processing full-wave data. The
P-waves and S-waves are both traveling at different
velocities within the subsurface. To successfully merge
and interpret the individual wavefields, one needs to tie
them to a common depth point in the subsurface using a
process called registering. While the thecry to do this
exists, and some modest pilot processing projects have
been undertaken by ourselves and others to validate the
concept, additional work must be done to make
comprehensive full-wave processing cost effective. We
have added additional resources tc the separate efforts
that both GXT and AXIS had in this area prior to the
acquisition, combined the R&D teams onto a single
development path, and charged the team with
commercializing a value-added workflow for full-wave
processing by the end of 2006.

While there are many things to do between here and
there, this is an incremental development process that
will deliver insights and benefits along the way. In fact,
our full-wave processing team is already working with
datasets acquired during the 2003-04 acquisition
season for several of our oil & gas company customers
and delivering insights that are helping them to adjust
their investment decisions and drilling programs.

As part of its growth strategy since 1996, GXT developed
a unique approach in the seismic industry that has
spawned two new business lines beyond project-based
PreSDM services. In line with GXT’s Image-Driven
approach, GXT geoscientists work closely with their
counterparts in the oil & gas companies to define the
nature of the imaging challenge at hand, determine what
portfolio of acquisition and processing technologies
would optimize the desired image, and then design the
survey accordingly. This is a consultative, trust-based
model that has served both GXT and its customers well.




One of the unique features about the model is that
GXT outsources the actual seismic acquisition to
established marine seismic contractors, which allows
GXT to assume a value-added project management
role while avoiding the ownership of capital-intensive
vessels, acquisition equipment, and seismic crews. This
lets GXT focus on value-adding technologies rather than
logistics and field operations, ignore temptations to make
recommendations based on utilizing directly-owned
vessels and crews, and stay aligned with the imaging
interests of its oil & gas company customers.

The first business line generated by GXT’s Image-Driven
model is called Integrated Seismic Solutions (i$S). ISS is
an end-to-end offering in which GXT designs the
survey, specifies the technologies to be used, project
manages the acquisition contractor, processes the data,
and renders final seismic images. While ISS is available on
either a proprietary or multi-company basis, the majority
of ISS projects undertaken to date have involved multiple
oil & gas companies.

These multi-client projects are not speculative, but
programs in which GXT has received pre-committed
funding from two or more oil & gas companies. The
companies that underwrite the ISS programs generally
receive favorable pricing terms and preferential access to
the seismic images for a designated period, but GXT
retains resale rights to the seismic data and is'able to
resell it to others. As a result, the 1SS business effectively
creates another business line for GXT ~ reselling licenses
of its seismic data library.

There is a tremendous, self-reinforcing synergy here.
GXT’s competence in PreSDM enables them to deliver
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highly differentiated images from the competition. When
existing customers enter a new geography, are planning
for a lease sale, or are about to execute a costly
development program, they commission an ISS program.
After the exclusivity period ends, GXT can resell the data
library licenses to others, including those who have never
been significant clients. If these clients become
comfortable with the data quality, they might then
commission GXT to carry out stand-alone PreSDM
projects. And this virtuous cycle begins again.

GXT has already begun to execute on this self-reinforcing
business model. Their original work in the Gulf of Mexico
led to the creation of a data library called GulfSpan,
which helps oil & gas companies understand the deep
geology of the GoM petroleum system. A significant
number of GulfSpan licenses have been sold since the
data became available in 2003, with several license buyers
becoming PreSDM customers of GXT. Since that time,
GXT has replicated the ‘Span” model in several other
key hydrocarbon regions including Trinidad, West Africa,
and Eastern Canada. Additional Spans are in the detailed
planning stages worldwide.

As a consequence, GXT is a critical engine for the
future growth of [/O. Ideally, if we can use GXT's oil & gas
company relationships to access the customer,
evangelize (where appropriate) about the benefits
that full-wave acquisition and processing can bring
to the resolution of the final image, and secure
full-wave ISS surveys around the world, we have a real
opportunity to accelerate the adoption of full-wave
imaging. By having GXT as part of the I/O family,
we believe we can jointly shape the next era in

seismic technology.
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ACCOMPLISHMENRTS [N 2001

BEVOND THE ACOUISITIONS ©F CONCEPT SVSTEMS AND GXT, AKXD THE SUISEOUENT TEEHNOLOGY AND
OREANIZATIONAL INTESRATION ZEFORTS, 1/© AGCOMPUSHED A EREAT DEAL [N 2004, JWOULD UIKE TO HIGHLIEHT
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ACCOMPLISHMERTS I FOUR AREAS:

o Ralsed caplitat to grow he busiress
o [mpreved epeading perEriene
Slllntrodiicedineniproducts)

o Expended eustmmer felatonships

RAISED CRPITAL 7O CROMW THE BUSINESS

In December 2003, |/O completed a $60 million offering
of Convertible Senior Notes. The proceeds from this
capital markets transaction helped to strengthen our
balance sheet and provided the funds necessary to
complete the acquisition of Concept Systems in February
2004. The Concept Systems transaction was funded
through a combination of $36 million in cash, excluding
acquisition costs, and (.68 million shares of /O common
stock, valued at $10.8 million.

We raised additional capital through a $150 million
secondary offering of our common stock in June 2004,
which was used to fund the acquisition of GXT and

for working capital.

IMPROVED OPERRTING PERFORMANCE

In 2003, 1/O generated revenues of $150 million, gross
profits of $278 million, and an operating loss of
$21.3 million. Our consolidated gross profit margin was
only 19%, which is too low for a company providing
important products and services with a high technology
content. We would prefer our gross product margins
be at least in the 30’s in order to support our ongoing
high technology R&D efforts.

We worked hard to change those numbers during 2004.
We continued our efforts to strengthen our procurement,
manufacturing, and supply chain processes and focused
our sales teams on improving the mix of high-value

products and on negotiating higher prices for all of our
offerings. As a result, we improved gross profit margins
to 29%. With revenues increasing to $247 mitlion as
aresult of organic growth and acquisitions, our company
ended the year with gross profits of $72 million, an
increase of 157% versus 2003.

Our Sensor, Concept Systems, and Marine Imaging
business units were strong contributors to these
results. Sensor, with annual revenues of approximately
$50 million, is the world's leading manufacturer of high-
performance geophones, which remain the dominant
seismic sensor in the marketplace. In 2004, Sensor had a
record year for revenues and profitability and closed what
we believe is the largest single sale in the history of the
geophone industry with a Chinese seismic contracter.

Concept Systems also had a record year, again as
measured on both revenues and profitability on a pro
forma basis. They benefited from increasing strength in
the marine streamer segment, sales of Gator software
licenses to seismic contractors who acquire seabed-
based surveys, and ongoing growth in their services
business. The fact that Concept Systems managed to
deliver these strong results in the same year they were




VectorSeis Ocean
redeployable seabed
acquisition system

acquired by |/O is a testament to the strength of their
product offerings and management team.

In 2004, our Marine Imaging Systems Division (MISD),
which develops technologies for both towed streamer
and seabed acquisition, saw revenues increase by 53%
to $55 million. Part of this increase was generated by
the sale of our first VectorSeis Ocean redeployable
seabed system, but we also saw strengthening in our
legacy DigiCOURSE® business lines associated with
towed streamer control and positioning technology.
MISD gross margins also increased to 36% in 2004 (from
30%in 2003). If we exclude the $5 million write-off of the
receivable associated with the Russian contractor Large,
a subsidiary of Yukos, MISD delivered $10 million in
operating income to the corporation (which compares to
a slight Loss in 2003).

Even though they did not achieve the overall financial
results forecasted for 2004, our Land Imaging Systems
Division significantty improved their profitability
compared to 2003. Gross profits increased $14.4 million
to $20.7 million versus the previous year as gross profit

margins improved to 27% (from the single digits in 2003).

We continue to focus on improving our operational
performance in all business lines. I''tl comment more
on our efforts in this regard later, but did want to
highlight the outsourcing of our Applied MEMS
business to the Swiss technology firm Colibrys as one
example of our efforts to continually improve our
operating performance. While we remain convinced
that MEMS-based sensors like VectorSeis will increasingly
become the sensors of choice for seismic imaging in
the oil & gas business, we also believe that continuous
improvements in the design and manufacture of the
core MEMS technology will be required. Colibrys has
developed breakthrough MEMS-based technologies
for other industries. By combining forces with a MEMS
specialist like Colibrys, we felt 1/O would be better
positioned to leverage the development insights from
other products and industries, improve gross margins
on VectorSeis-based seismic imaging systems, and
reduce future investment requirements to sustain
technology leadership in MEMS.

INTRODUCED REW PRODUCTS
In 2004, we introduced three major products into the
marketplace:

* VectorSeis Ocean, our redeployable seabed
acquisition platform

» The digital-analog version of our System Four
land acquisition ptatform

* New processing techniques for pre-stack depth
migration {PreSDM)

In April 2004, 1/O delivered our first commercial,
VectorSeis-based system for seabed acquisition.
This redeployable platform, called VectorSeis Ocean,
integrates several proprietary /O technologies including
VectorSeis digital sensors, a buoyed recorder, and
a patented noise-reducing cable system. These
technologies are designed to enable oil & gas companies
to acquire full-wave seismic data from the low noise
environment of the seabed much more cost effectively
than competing ocean bottom cable (OBC) systems.
Our launch partner, Reservoir Exploration Technology
{RXT, formerly known as Terra Seismic Services), has
been operating VectorSeis Ocean since late summer
for a supermajor in the bays of southern Louisiana and
on the Gulf of Mexico shelf.

As with any new seismic acquisition platform, there have
been a few unanticipated start-up difficulties that are
being addressed as needed, while improvements are
being incorporated into the next series of systems as
prioritized by our customer. We are encouraged that
our launch system has demonstrated that field
productivity goals can be met when the system is fully
functional. Both we and RXT look forward to the positive
impact we believe it will have on the future OBC market.

Perhaps the best news in our early commercialization
phase is the data quality from VectorSeis Ocean has been
very encouraging. The acquired full-wave data has
enabled the customer to image through gas clouds in the
shallow subsurface and, in combination with GXT’s
advanced PreSDM, better resolve the steeply dipping
reservoir beds that abut the many salt domes in the area.
We are excited about the potential for this product and
look forward to additional sales in markets both within
and outside of the Gulf of Mexico.




BGP's recently purchased Vector5eis
System Four - in staging and testing

In July 2004, Trace Energy Services became the first
commercial customer for a version of our System Four
land acquisition platform that we call A/C (analog cable).
The name is a bit of a misnomer, as System Four A/Clis
actually both analog and digital. The product offers
hybrid functionality that enables contractors to
acquire seismic data using either analog geophones or
digital full-wave VectorSeis sensors = in virtually any
combination or configuration — even on the same survey.
This flexibility is important to many of our contractor
customers who see the market interest in digital full-
wave imaging, but are uncertain of the pace of the
transition as the seismic industry moves from one era to
the next. By deploying System Four, these contractors
capture the productivity benefits associated with our
next-generation System Four pletform architecture
irrespective of the type of sensor used. They then can
switch back and forth between geophones and
VectorSeis from survey to survey or, better still for 1/ O,
acquire what are called test patches of VectorSeis data
within a predominantly geophone-acquired survey. Once
the data from the patches is processed, oil & gas
company customers are able to make side-by-side
comparisons of the imaging improvements delivered by
VectorSeis in the reservoir horizon of interest.

Our GXT group developed several key technologies
during 2004 that extend the company’s reputation as a
leading provider of high-end seismic data processing
algorithms. One of these technologies is called 3-D
Surface-Related Multiple Elimination (SRME). 3-D SRME
is a tool that removes multiples from data acquired inthe
marine environment (multiples are effectively reflections
of source-generated acoustic energy that bounce
between the seabed and the ocean’s surface). In many
cases, multiples obscure the intended subsurface target,
making their removal vital for accurate seismic imaging.
The results achieved to date through the use of 3-D
SRME have been encouraging, particularly in the Gulf of
Mexico and the North Sea. GXT has already won several
processing contracts with oil & gas companies based on
its capabilities in this technology. Since the next 2-3 years
will be characterized by high lease turnover {and
reprocessing activity both before and after lease
relinquishment), we believe that GXT continues to be

well positioned at the high-end of the advanced imagi

services market.

EXPANIED CUSTCMER RELATIONSHICS “" 

A key facet of our game-changing strategy for the
seismic sector is to work in new and different ways with
the contractors and the oil & gas companies. For /O, this
entails reaching out to a broader set of potential
customers than had been the case when we were only an
equipment manufacturer. It also involves being highly
innovative commercially, both in terms of how we identify
opportunities and how we structure sales, partnerships,
and the like. In 2004, we expanded our efforts to broaden
and deepen our relationships with key customers around
the world.

On the contractor front, we continued our efforts with
the integrated global incumbents, the Chinese contractors,
and the regional specialists. The integrated global
incumbents - WesternGeco, Veritas, PGS, and CGG -
remain important customers for i/Q, especially in the
towed streamer area. Since these four players comprise
60% or more of the capacity in the highly concentrated
marine streamer business, we feel reasonably well covered
as we continue to grow and develop these relationships.
We are also striving to cement our relationships with the
smaller, but fast growing, players Like Fugro Geoteam and
contractors from China and Russia.

The land acquisition business is structured quite
differently from marine. Because the barriers to entry are
lower, land acquisition is a far more fragmented
segment. The top four integrated global incumbents
have approximately 40 crews operating around the
world, representing about 20% of the total number of
crews currently operating (according to the February
2005 edition of World Geophysical News).

The Chinese contractor BGP, now the largest land
contractor in the world, has an estimated 20% share in the
land market (perhaps even as high as 33% if some of the
smaller, hard-to-account-for crews operating in China are
included). BGP continues to be a very important customer
for I/O, especially for our land acquisition technology.
They currently operate several System Four platforms for




both domestic and international use. During 2004, they
purchased new systems and expanded existing ones.
These include System Four platforms operating in 100%
VectorSeis mode and others that are digital-analog
compatible. At the end of the year, BGP was operating
one System Four in VectorSeis mode with a spread layout
that was equivalent to nearly (5,000 channels of live
capacity, which we believe represents a channel-count
record for land seismic acquisition.

The regional specialists have proven to be important land
equipment buyers in recent years. Companies like Trace
in North America and Bashneftegeofizika in Russia have
carved out unique, capability-based regional strongholds.
Since approximately half of the land acquisition market
is comprised of regional specialists, we intend to focus
on partnering with the leaders to drive full-wave
technologies into particular regions and acquisition
segments. This includes working with new entrants, Like
RXT in seabed acquisition, who offer a new mindset and
operating model, as well as a shared aspiration to change
the game in seismic through new technologies.

On the oil & gas company front, we continue to focus on
creating demand for our products and services with the
ultimate end-users of the seismic image. Apache has been
delighted with our work acquiring and processing VectorSeis
full-wave data in Canada, with President and CEO, Steve
Farris remarking that VectorSeis delivered “the best data
I've ever seen from Canada.” We continue to work closely
with Apache on the data acquired already in North America
and to identify new imaging opportunities around the world.

We also continue to work with other major cil & gas
companies. We hosted one supermajor for a technology
day during which one of their senior geophysicists
commented, “We believe full-wave is now a tractable
seismic technotogy, representing the best path forward in
geophysics over the next decade.” This same company is
working with us on the design of next-generation land
imaging technologies and we were encouraged that they
recently signed up as the lead underwriter for one of
GXT’s new Span surveys in West Africa. It appears that
they also will be one of our anchor clients in the two
seismic processing centers we will be opening in Angola
and Nigeria in 2005.

A second supermajor, which has been a long-standing
client of GXT, has engaged us about the potential for
full-wave technologies on both land and the seabed.
They introduced us to their joint venture partner in Russia
and we worked together, along with a regional specialist
contractor, to design several VectorSeis pilot surveys for
their most challenging reservoirs to image. Late in the
year, we also were awarded our first contract with an
asset team located in North Africa, which will be piloting
AZIM for fracture detection. If this test proves successful,
we would hope to extend our work to a broader range of
full-wave imaging technologies spanning hardware,

software, and services.

Recently, my land imaging team and | hosted a dozen
senior geophysicists from a third supermajor at an
all-day workshop. The discussion focused on the theory,
benefits, and applications of full-wave imaging and the
need for a fundamental rethink for how land seismic
surveys are designed, acquired, and processed. While it’s
too soon to determine how this retationship will unfold,
I believe we will have an opportunity to work together to
identify and execute one or two targeted full-wave land
acquisition pilots in the months ahead.

These are just some of the types of projects we are
working on in arder to demonstrate the value of full-wave
imaging with the oil & gas companies. Compared to
where we were 18 months ago, I/O has made significant
progress in connecting with key decision makers at all
levels in these E&P firms and in evangelizing about the
merits of full-wave imaging.

The acquisitions of Concept Systems and GXT have
helped us in many of these dialogues. For one thing,
we now can talk about a rich collection of imaging
technologies, not just equipment. Second, we can
leverage the relationships and track records both
Concept Systems and GXT have within the E&P sector.
Third, we have gained the scale needed to make it onto
the preferred bid lists of the major cil & gas companies.
Individually, 1/O, Concept Systems, and GXT may have
been too small to qualify. Together, we are a force to be
reckoned with. Do we have more to do in this area? You
bet. But we have made definite progress in a short time.




PRIDRITIES FOR 200S

EVEN THOUGH WE DD’ T ENE 2004 ERACTLY A3 W2 HAD & ANNED, | THINEG [7°8 [HPO

First, I/O is still in the midst of a turnaround in its legacy
equipment business. When | took the helm in 2003, the
company was bleeding cash, had missed a technology
cycle or underinvested in some businesses, and was
lacking basic management infrastructure in many areas.
| hired a top-notch team to drive change throughout the
company and, by and large, they have delivered. But the
process of change sometimes happens slower than any of
us would like. Deeply rooted challenges can sometimes
rear up and bite us. We all hope that most of these have
been addressed and we are surprised less often in the
quarters ahead, but | suspect that we still have challenges
ahead just getting the basics completely in place.

The second reality is that, in the midst of this turnaround,
we made two transformational acquisitions. | explained
why we bought Concept Systems and GXT earlier in this
letter. They were integral to our ability to deliver on
the full-wave vision. Unfortunately, we didn't have the
luxury of time in making either of these acquisitions.
Both companies were effectively “in play” when we put
thermn on our radar, forcing us to pursue the transactions
sooner than we may have planned in an ideal scenario.
Since they were such important assets for us to have,
and there weren't any other alternatives, we had to
act opportunistically. As a result, in a period of less
than four months, we added two new entities to
the /O family, which was already undergoing a
significant turnaround.

_

On the whole, the integration process for both Concept
Systems and GXT hasbeena smooth one. Our teams are
working well together and the technical synergies we
saw are present and being acted upon. Yet, we're atl still
learning from one another. | believe that we, as a
collective family of companies, have the people, the
technologies, and the aligned vision to unlock the value
of the Digital Full-wave era in seismic.

in 2005, I/O has two overarching goals. The first is to
deliver consistent profits to our shareholders. The
<econd is to continue driving the adoption of full-wave
technologies, including VectorSeis. To achieve these
goals, we have identified four critical objectives:

- Managing the commercialization of new products
- Restoring the growth trajectory at GX Technology

« Advancing the technology integration of Concept
Systems and GX Technology

- Strengthening our sales organization and process

MRNRGING THE COMMERCIALIZATION OF

NEW PRODUCTS

Let me briefly highlight the products we have in the
pipeline for 2005.

Concept Systems is targeting the release of Orca for the
third quarter. Orca is the successor product for towed




streamer navigation and integrated data management. It
combines the functionality of existing software
packages while adding additional features that will
benefit the vessel operator. By using Orca on towed
streamer operations, seismic acquisition in the marine
environment will be more efficient and vessel operators
wilt be able to review their manpower requirements,
while possibly saving costs and reducing HSE risks. Orca
will also offer several modules that are important in
ensuring the repeatability of time-lapse 4-D surveys by
more tightly integrating across navigation, source
control, and streamer control subsystems.

At about the same time, our DigiCOURSE group will be
releasing a product called DigiFIN" for advanced streamer
control. DigiFIN will allow vessel operators to control
the lateral position of streamer cables in the water,
enabling them to be towed closer together without the
threat of tangling and facilitating faster line changes (or
turns) as each line of a survey is acquired. The tighter
streamer spacing will improve image quality for the cil &
gas companies, while the reduced threat of tangles and
more rapid line changes will improve operational
efficiencies of the streamer acquisition process.

DigiFIN will join two other Digi products that are already in
the marketplace - DigiSHOT® for enhanced digital controt
of marine air-gun energy sources and DigiRANGE II" for
highly accurate and cost effective acoustic position

Concept Systems’ Orca control center

determination of the streamer cables in the water
The combination of DigiFIN, DigiSHOT, and DigiRANGE I}
gives a vessel operator the toolkit needed for acquiring
highly repeatable marine surveys, the most critical factor
in time-lapse 4-D programs. As a result, this three-product
toolkit, which we're calling Digi4D, has the potential
to become an integral part of most marine streamer
vessels as the number of 4-D surveys continues to grow.

In our Land Imaging Systems Division, we have a “special
forces team” working on a variant of our System Four land
acquisition platform. While borrowing significantly from
the advanced System Four architecture, this product will
contain features that should enhance productivity in
certain land acquisition environments. We don't view it
as a replacement to System Four, but as an extension of
our line. I'll tell you more about this as we get closer to
launching it later in the year.

RESTORING THE GROWTH TRRJECTORY RT

GH TECHNDLOGY

We faced several unanticipated chatlenges with GXT
following the acquisition. GXT's proprietary processing
business slowed unexpectedly in the second half and we
had several multi-client 1SS Span surveys slip beyond
2004 due to delays in governmental permitting. Perhaps
our biggest short term challenge involved being too
dependent on GXT’s data library business in the second
half. Although we have learned to expect ebbs and flows
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in the mix of these three elements of their business, we
want to achieve a better balance than we did over the last
six months of the year.

Some of the challenges resulted from changes in the
market that-we are adjusting to. For instance, many
of the oil & gas companies now appear to be
reacquiring data in the Gulf of Mexico in anticipation of
upcoming lease sales rather than reprocessing old
datasets. While this may ultimately help drive demand
for proprietary processing, it will also defer the
demand by several quarters until the data is acquired.
I also believe, however, that several of the challenges
are internal. Perhaps the biggest is that GXT's
management team was involved in the process of
selling their company for nearly a year. With the
acquisition now behind them, they have become fully
focused on running the business and recapturing
operational momentum.

Qur GXT management team is moving quickly to
address the challenges across several fronts. The first
priority is to reduce the backlog of our Houston
Processing Center (HPC), which has notably increased
in the first quarter of 2005. The nature of PreSDM
requires an enormous amount of computing
infrastructure and a team of dedicated professionals te
process, quality control, and render images from

the seismic data. The HPC is the core of GXT’s

processing infrastructure given the company’s legacy
focus on the Gulf of Mexico region. In addition to
serving external customers in the oil & gas companies,
the center also serves an internal customer — GXT's
Integrated Seismic Solutions (iSS) group. The 1SS group
designs and delivers proprietary and mutlti-client
seismic surveys around the world, and relies upon the
HPC for its processing needs.

We believe many of the ISS permits that were delayed
in late 2004 will be issued during the first half of
2005, increasing the utilization and profitability of
the HPC. In addition, GXT is working to extend
relationships with several existing customers, and to
introduce selected new ones, in order to expand the
imaging business for external processing projects.
Given the anticipated increases in demand for PreSDM
in the Gulf of Mexice as leases expire and change
hands among the oil & gas companies over the next
few years, and the fact that several core GXT
customers are discussing alliance-type relaticnships
for PreSDM services, we believe HPC activity levels will
be robust in the quarters ahead.

Our second priority is to continue to build the
international foundation of GXT. One aspect of this is
to get the permitting issues resolved for internationat
ISS programs. Doing this will generate both near-term
income as images from the ISS programs are delivered




to their underwriters and long-term income as data
library licenses are resold once the underwriters'
exclusivity period ends.

In addition, we plan to expand the international
footprint of GXT early in 2005. At the request of several
core customers, GXT has been asked to open centers in
Nigeria, Angola, and Venezuela for advanced PreSDM
and other imaging services. These center openings are
associated with commitments of work from existing
customers, so we feel the risk of opening them is
manageable. The centers will provide a base to
expand from in these important petroleum-producing
countries, add to GXT's existing international presence in
Calgary, London, and Aberdeen, and diversify our
revenue streams.

RIUENCING THE TECHNOLDGY INTEGRRTION OF
CCRCEPT SYSTEMS RND GX TECHNDLOGY

/O has already benefited from the acquisitions of
Concept Systerns and GXT. These companies, filled
with remarkable people and technologies, have already
helped lay the groundwork for future growth in the era
of Digital Full-wave seismic.

It’s important to remember that we acquired Concept
Systems and GXT for their technologies and innovative
people. Making sure we continue to maintain an
environment that preserves or enhances their motivation
is paramount to our collective success. | took this
approach with both Concept Systems and GXT, allowing
them ample flexibility to operate as they always had,
while making some moves on the technology front to
begin the process of sharing ideas about new product
directions and the development of seismic solutions that
integrated best-in-class elements from across our
portfolio of hardware, software, and services.

Concept Systems delivered a record year in terms of
revenue and operating income on a pro forma basis. Our
managers and technical personnet are collaborating well
on topics ranging from strategy development to joint
opportunity pursuit. We have a number of cross-group
projects underway with ambitious objectives. And
several of the projects are already beginning to show
results in areas like full-wave processing, “intelligent
hardware,” 4-D solutions, and cycle time reduction across
the seismic workflow.

STRENGTHEXING DUR SRLES ORGRNIZATION

RIND PROCESS

Legacy parts of the company, especially our Land Imaging
Systems Division, had a tough time anticipating the
demand for their products in 2004. Several factors
underpin this. One is the challenge of forecasting the
market adoption of a new technology cycle Llike
full-wave seismic, along with the products that underpin
it like VectorSeis. The second is the challenge of
forecasting customer adoption of new products in
existing categories. Although we believe System Four
is a breakthrough land acquisition platform, it is
competing against an entrenched competitor that has
a significant installed base around the world. That will
take some time and hard-nosed, “in the trenches” sales
efforts to undo. The third is to successfully execute our
strategy of creating demand pull with the oil & gas
companies for new full-wave technologies Like
VectorSeis and System Four.

To meet these challenges, we are taking several actions.

First, we have most recently brought in a new Vice
President of Global Sales and Business Development in
our Imaging Systems Group. This individual has
extensive experience in packaging and selling complex
solutions, grounded in new technologies, within the E&P
sector and especially to the oil & gas companies. He has
been charged with creating end-user demand pull for
full-wave systems within the oil & gas company
segment as well as with attracting and developing a
talented pool of consultative salespeople who can assist
him in these efforts.

Second, we have begun to restructure our sales teams
within the Imaging Systems Group to more clearly focus
on our two customer segments. One group will focus
on the oil & gas companies, evangelizing about the
imaging benefits that full-wave can deliver among
senior executives, asset team leaders, and geophysicists.
This team is oriented more towards the 6-12 month
window in our long-term sales cycles and will focus
on the consultative, strategic, solutions sale. A second
group will focus on the contractors, dealing more
with sales over the next 90 days for specific products
and services. While both groups will work together
to ensure alignment within regions, across targeted
customers, and on specific sales in the pipeline, we
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believe the separation of our sales team into two
well-defined channels will better align our efforts with

the distinct requirements of our customer base.

Third, we are continuing our efforts related to training and
sales tool utilization. On the training front, we are
executing against an intensive, multi-quarter, skills-
enrichment program that includes modules in
consultative selling, presentation skills, negotiations, and
account planning. In mid-2004, we licensed the
Salesforce.com software package to assist us with
tracking our sales pipeline more rigorously. Once fully
implemented and embraced by our salespeople, we
believe Salesforce.com will provide a vehicle for more
accurately forecasting future revenues and gross
profits on a risk-weighted basis. Our efforts in this regard
are part of the general theme of infrastructure high-
grading | mentioned earlier as part of our overall
turnaround initiative. This isn't an excuse for the
magnitude of our chaltenge or the pace of our change,
simply a statement that reflects the reality of our
position at the end of 2004.

What we have also come to fully appreciate is that our
business results are difficult to predict, primarily as a
result of the timing of big-ticket sales for data library
licenses and land or seabed acquisition platforms. While
we recognize that refined business development
practices and sales forecasting techniques should
improve our accuracy moving forward, we believe we
{and our shareholders) will be better served by focusing
more on annual goals and results versus focusing on
quarter—to-quarter projections.



The year 2004 continued the revolution of a company and of an industry.

My management team made significant progress in turning around the equipment business of the
legacy I/O. We Launched new products, increased revenues year-on-year, and improved our gross profit
margins significantly. We also completed the acquisitions of both Concept Systems and GXT,
transforming our company into a broad-based seismic solutions provider with the technologies needed
to deliver upon our vision for digital full-wave imaging.

We have now Laid the foundation for future growth as oil & gas companies invest more in resource
exploration and development, as the seismic sector begins its long-anticipated rebound, and as the
era of Digital Full-wave imaging begins to emerge. There remains much for us to do. | am confident,
however, that we are on the right course. As the industry accelerates its transition from the 3-D era to
the era of Digital Full-wave, I/O should be poised to benefit as should you, our shareholders.
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SELECTED FINANCIAL DATR

The selected consolidated financial data set forth below with respect to our consolidated statements of operations for the years ended
December 31,2004, 2003, 2002 and 200/, the seven months ended December 31, 2000 and the fiscal year ended May 31, 2000, and with respect
to our consolidated balance sheets at December 31, 2004, 2003, 2002, 200! and 2000 and May 31, 2000 have been derived from our audited
consolidated financial statements. Our results of operations and financial position have been affected by acquisitions
of companies and significant charges during the periods presented, which may affect the comparability of the financial information.
For information on our acquisitions and a tabular presentation of significant charges, see Notes 2 and 2|, respectively, of Notes to Consolidated
Financial Statements. This information should not be considered as being necessarily indicative of future operations, and
be should read in conjunction with ltem 7. "Management’s Discussion and Analysis of Financial Condition and Results of Operations” and
the consolidated financial statements and the notes thereto included elsewhere in the Annual Report on Form 10-K for the fiscal year
ended December 31, 2004.

Seven Maonths

ended Year Ended
Years Ended December 3|, December 31, May 31,
2004 2003 2002 2001 2000 2000
(In thousands, except per share data)

STATEMENT OF OPERATIONS DATA:
Net sales $ 247,299 § 150,033 $ 18,583 § 212,050 $ 78317 § 121454
Cost of sales 175,705 122,192 104,018 139478 59,582 109,329

Gross profit 71,594 27,841 17565 72,572 18,735 12,125
Operating expenses (income):
Research and development 19,611 18,696 28,756 29442 16,051 28,625
Marketing and sales 23,758 12,566 11,218 11,657 5,506 8,757
General and administrative 29,748 16,753 19,760 19,695 8,127 21,885
(Gain) loss on sale of assets (3,980) (291) 425 - - -
Impairment of long-lived assets - 1,120 6,274 — - -
Goodwill impairment - — 15,122 — - 31,596
Amortization of goodwill - = - 3.873 2,157 6,732

Total operating expenses 69,137 48,844 81,555 64,667 31,84 97,595
Income (Loss) from operations 2,457 (21,003) (63990) 7505 (13,106) (85470)
Interest expense (6,231) (4,087) (3,124) (695) (627) (826)
Interest income 1,276 1903 2,280 4,685 4,583 4930
Fair value adjustment and exchange of warrant obligation - 1,757 3252 - — -
Impairment of investment - (2,059) - - - -
Other income {expense) 220 685 (373) 574 176 1,306
Income (loss) before inccme taxes {2,278) (22,804) (61955} 12,469 (8,974) (80,060)
Income tax expense (benefit) 701 348 56,770 3,128 1,332 (6,097)
Net income (loss) (2,979) (23,152) (118,725) 9,34l (10,306) (73963)
Preferred dividend - - 947 5632 3,051 4,557
Net income (loss) applicable to common shares $ (2979) $ (23,152} % (119672) % 370§ (13,357) % (78,520)
Basic net income (Loss) per common share $ {0.05) 3§ (045) {235} % 007 § (026) $ (1.55)
Weighted average number of common shares outstanding 65,961 51,237 51,015 51,166 50,840 50,716
Diluted net income {loss} per common share $ (0.05) $ (045) § (2.35) 3% 007 $ (0.26) $ (1.55)
Weighted average number of diluted shares outstanding 65,961 51,237 51015 52,309 50,840 50,716
BALANCE SHEET DATA (END OF YEAR):
Working capital $ 109,075 § 133467 $ 114940 % 204,600 $ 181,366 $ 183412
Total assets 479,116 249,204 249,594 387,335 365,633 381,769
Notes payable and current maturities of long-term debt 6,564 2,687 2,142 2,312 1,207 1,154
Long-term debt, net of current maturities 79,387 78,516 51,430 20,088 7077 7886
Stockholders’ equity 314,512 133,764 152,486 331,037 325403 335,015
OTHER DATA:
Capital expenditures $ 5022 § 4587 % 8230 % 9202 $ 2837 % 3,077
Investment in multi-client library 4,168 - - = - =
Depreciation and amortization {other than multi-client Library) 18,345 1444 13,237 17,535 11,448 22,835

Amortization of multi-client library 6,323 - - - - -
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PART I

Preliminagry Moz2:  This Annual Report on Form 16-K contains forward-looking statements as defined
in the Private Securities Litization Reform Act of 1995, Forward-looking statements should be read in
conjunction with ‘he cautionary statements and other important factors included in this Form 10-K. See
Item 7. Managemsnz's Discussion and Analysis of Financial Condition and Results of Operations — Risk
Factors for a deser pi’on of important factors which could cause actual results to differ materially from those
contained in the forvard looking statements.

Item 1. Busiuess

Introduction

3y &8

In this Annuel Report on Form 10-K, “Input/Cutput,” “I/0,” “company,” “we,” “our,” “ours” and
“us” refer to Inoui /"ww,., Inc. and its consolidated subsidizries, except where the context otherwise requires
or as otherwise inclczisd

The informaticr comtainsd in this Annual Report on Form 19-K contains references to trademarks,
service :narks znc regisiered marks of Input/Qutout and our subsidiaries, as indicated. Except where stated
otherwise or unless t:e contex! otherwise requires, the terms “VectorSeis,” “VectorSeis System Four,”
“Tescors” anc “DiziCourse” refer to our VectorSeis®, VectorSeis System Four®, Tescorp® and DigiCourse®
registered marks, and tre terms “AZIM,” “True Digital,” “DigiShot,” “DigiRANGE 11,” “Applied
MEMS,” “Systerr. Four Digitai-Analog,” “SM-24,” “AHVY-IV,)” “MRX,” “RSR,” “X-Vib,” “Vib Pro,”
“ShotPro,” “CATOR,” “SPECTRA,” “Millennium” anc “Image” refer to our AZIM™, True Digital™,
DigiShe:™, DigiRANGE II™, Applied MEMS™, System Four Digital-Analog™, SM-24™, AHV-IV™,
MRX™, RSR™, J-V&™, Vip Pro™, ShotPro™, CATCR™, SPECTRA™, Millennium™ and Image™
trademarks anZ servicz marks.

Input/Ouizus wes incorporated in 1979 and, along with iis predecessors, has been engaged in the business
of manufacturizg saismic equizmnent since the early i1$7C’s. We are a leading provider of seismic imaging
technology usec by ci- end bas cempanies and seismic coniractors for expioration, appraisal, development and
reservoir monitcring izzd and marine environments. We add value for our customers by providing
technologies an< services ‘o colect seismic data and develop geophysical images to find, develop and extract
hydrocarbons more guiskiy anc sconomically. We offer a ful suite of related products and services for seismic
data acquisiticr an< =-oczssing without owning vessels or maintaining crews typically used in the field to
acquire seismic daiz.

Through rzzert ecgulisiticns, we have imple‘men*ed e strategy to reposition our business from being
primarily an eguipries: and technology provider ic ofering our customers full-seismic imaging technology
solutions — from t}"e Zzsign and »lanning of seismic surveys to the acquisition and processing of seismic data.
Our seismic datz acguisition products are well suitec for bo i traditional three-dimensional (3-D) and time-
lapse, or four-c.,mc:s cnzl (4-2), data collection as weil as more advanced multi-component — or full-
wave — seismic da’a coliectior. ‘echniques. Based c¢a histerical revenues, we believe that we are a market
leader in numercus sreduct lines, such as geophones, navigation and data management software and marine
positioning systems. iz adfiticr, we offer advanced seismic data processing and imaging services.

Our Husiness cranzed signifeantly during 2004 2s a result of two acquisitions we completed. In February
2004, we acquirad all of the share capital of Concept Systems Holdings Limited (Concept Systems), a
Scottish-based zrovidsr cf integrated planning, navigaticn and data management software and solutions for
towed streamer, seased ard land seismic operations, for approximately $49.8 million, consisting of $39.0 mil-
lion in cash anZ 1,382.9CC shzzss of our common stcck velued at approximately $10.8 million. Concept
System’s softwzre is ‘-steled on towed streamer mmarine vessels worldwide and is a component of many
redeployable ard permanent seetsd monitoring systems. In June 2004, we acquired all of the capital stock of
GX Tecnnology Corncraticn (CXT), a Houston-based provider of customized imaging solutions for marine
environments throuzh i's sxperise in computer processing technologies, for approximately $152.5 million,
comprisec of $327.% =licn in cash and the assumptioz of certain GXT stock options and indebtedness. See
Item 7. “Management’s Discussion and Analysis of Financiz] Condition and Results of Operations — 2004
Acquisitions arc Dispzaiticns.”




OCur exccutive headquarters are located et 12300 Parc Crest Drive, Stafford, Texas 77477. Our telephene
number is {281) 933-3339. Our home page on the Interzet is www.i-o.com. We make our website content
available fer informatior purposes only. It shou:d not ce relied upon for investment purposes, nor is it
incorporated by refere~ce into this Form 10-K.

Iz portions of this Form 10-K, we incorporate by reference information from parts of other documents
filed with the Securities and Exchange Commission (SEC). The SEC allows us to disclose important
informatior by referrirg to it in this manner, and you should review this information. We make our annual
report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and proxy statement for
our arnual shareholders’ meeting, as well as any ariendments to those reports, available free of charge through
our website as soon as rezsonably practicable after we electronically file such material with, or furnish it to, the
SEC. You can learn moere about us by reviewing our SEC filings on our website. OQur SEC reports can be
accessed through the investor relations pzge cf our website, namely www.i-o.com/About_us/investor_
Relations/. The SEC also maintains a website at www.sec.gov that contains reports, proxy statements end
other information regerding SEC registrants, including cur compary.

Seismiic Industry Overview

Oil arnd gas companies have traditiona:ly used seismic data to reduce exploration risk by creating an
image of the subsurface. Typically, ar oil and gas compary contrac’s with a geophysical logistics contracting
company tc accuire se’smic data in a selectec area. The contractor will often rely on third parties, such as 1/0,
to provide the contractor with the technology anc equipmrent necessary for data acquisition. After collection,
either the geopaysical centractor or another data Jrocesscr processes the data through algorithms designed to
create a seismic image. Geoscientists then interpret the cata by reviewing the image and integraticg known
facts about the surrounding geology.

In recent years, “wo principal factors have negative:y affectec demand for seismic data by oi: and gas
companies — the maturation of 3-D data collection technology, and the business model adopted by
geophysica: centracters te leverage large fixed invesiments in equipment. The advent of commercial
3-D seismic deta collection in the 1980s caused a sharp increase in demand for seismic data as oil and gas
companies sought to cavitalize on the improved images from 3-D technology compared to those from the
predecessor two dimersional, or 2-D, techno’ogy. Recently, however, without advances beyond 3-D in imaging
techrology, oil and ges companies have not had a compelling reason to maintain a high rate of purchasing
seismic surveys. Muc: of the current demanrd for convertional ana.og 3-D seismic surveys comes from a-eas
where use of tae technology was not quickly adepted, such as China and countries within the former Scviet
Union.

The traditional business model employed by geophysical contractors has also impacted demand. It an
effort to achieve higie- utilization of the large investments needed to conduct 3-D surveys, geophysical
contractors increasingly began to collect speculative su-veys for their own account as customer-requested
demand for surveys ceclined. Contractors typica'ly selecied an area, acquired data using generic acquisition
parameters and generic processing algorithms, cepitalized the acquisition costs and sold the survey resul’s to
multiple parties. These general speculative surveys were not tailored to meet a particular request and caused
an oversupply of seisraic deta. Additionally, since contrac:ors incurred most of the costs of speculative seismic
data at the time of zcquisition, contractors lowsred prices to recover as much of the fixed investmert as
possible wnaick, in the process, drove operating rmargins down.

Accelerating gledal reservoir decline rates coupled with recent reserve writedowns have increased the
pressure on ol and gas companies to discover additicral reserves. We expect these increased explorztion
demands, combined with significant changes in commcdity prices, will drive increased demand for seismic
technology and services. Additionally, oil and gas compenies are focusing on deeper hydrocarbon reservoirs
with more complex a=d more subtle structures, raking c¢eveiopmert more challenging. As a result, oil anc gas
companies are increesingly using seismic cata to enhance the development of and production from krowr
fields. By repeating a seismic survey over a defined area, oil and gas companies can detect untapped areas of 2
reservoir 2nd adjust teir drilling program te optimize preduction. Such time-lapse seismic images are referrec
to as 4-D surveys ard meke seismic data relevant to the entire life cycle of the reservoir. We believe our
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technclogies are we.: suited for 4-D data collection as well as more advanced multi-component — or full-
wzve — seismic ata cellecticn techniques.

We also peiieve that oil end gas companies will increasingly value seismic technology providers who will
collaborate with tagm to tailer surveys that address specific geophysical problems and to apply advanced
digitai senscr end imag:g technologies to take inio account the geologic peculiarities of a specific area. We
expec: that ¢ an< ges compenies will, in the future, rely less on undifferentiated, mass seismic studies created
using analcg sensors zad f(raditional processing technclogies that do not adequately identify geologic
compiexities.
Segment Infcrmziic:

Beginnirg in June 2004, we began evaluating and reviewing our results of operations based on four
business segmenis. Sce Mote 14 of Notes to Consolidated Financial Statements:.

» Lanc¢ .mesging Systers,

e "O

¢ Marizne Imaging Systems,

sing
Data Maragement Solutions and
Seismic Tmeging Solutions.

Alter we acguired TXT in June 2004, we combined the operations of our Processing division (which
included our AXIS selsmic data processing and integration services business and our Green Mountain
Geoprysics geovhysica. software operations) with those of GXT to form our Seismic Imaging Solutions
business segment. At that time, we also began reporting the results of operations and assets of Concept
Systems as those of 2 rew Deata Management Soluticns business segment. See further discussion of the GXT
ard Concept Sysiems acquisitions at Item 7. “Management’s Discussion and Analysis of Financial Condition
and Results of Operations — 2004 Acquisitions and Dispositions” and Note 2 of Notes to Consolidated
Financial Siciements,

Cur evaluation and review of results of operations using these four business segments has allowed for
increased vigisility en¢ ecccuntability of costs and more focused customer service and product development.
We measure segent cperaiing results based on income {loss) from operations.

Products and Se-r’

Land fmaging Sysizms Producss

Products fcr cur Land Imaging Systems business segment include the following:

Land Data Acguisition Systems.  Both our traditional analog iand data acquisition systems (such as our
Image™ sysizm) a~< cur newer VectorSeis® System Feur land data acquisition systems consist of a central
glectronics uzit exc muliiple -emote ground equipment rodules that are either connected by cable or utilize
radio 'iransn:issim e=d retrievebie data storage. The central electronics unit, which acts as the control center of
the system, ‘s typicelly mounied within a vehicle o7 zelicopter transportable enclosure. The central electronics
unit rsceives digitized data, stores the data on storage media for subsequent processing and displays the data
on optionai mor’icag devices. It also provides calibraticn, status and test functionality. The remote ground
equipment ccasists ¢f muitipie remote modules and line taps positioned over the survey arca. Seismic data is
collected by gecshornes cr VeciorSeis digital sensors.

Analog Daia Acguisition Systems.  Our Image land acquisition system is our traditional analog land data
acquisition syster:. The remote ground equipment consists of multiple remote modules (MRX) and line taps
pesiticned ovar the survey area. Seismic signals from geophones are collected by the MRX modules, which
collec: muliizie chennels of enalog seismic data. The MRX modules filter and digitize the data, which is then
transmitted from the MRI modules via cabie to a line tap. Alternatively, our radio telemetry system
{RSEK) records date zcross a variety of environmerts, inciuding transition zones, swamps, mountain ranges,
jungles and cthzr environments. RSRs are radic contrelied and do not require cables for data transmission
since the informetion s stored at the unit source and subsequently retrieved.



VectorSeis® Data #cauisition Systems. Qur VectorSeis digital platform systems offer high-resolutios,
cost-effective compression-wave (P-wave) data collection as well as shear wave multi-component acquisition.
Digital senscrs, when ccmpared with traditional aralog gecphones, provide increased response linearity ard
bandwidth and preserve a higher degree of vector ficelity. Ir addition, one digital sensor can replace a s‘ring of
six or more analog geopiones, providing users with significant operating efficiencies. These advantages enabie
improved location and characterization of reservoir structure and fluids and more accurate identification of
rock propertics a: reduced total costs.

We begzn VectorScis land acquisition field tes:s in 1999, and since that time, VectorSeis technology has
been used to acguire seismic data in Canada, Mexico, the United States, France, Eastern Europe znd the
former Soviet Union (o Commonwealth of Independent States (CIS)). In May 2002, we commercialized
our VectorSe’s System Four® radio-based land acguisition system, and in the second quarter of 2003, we
comme-cialized our Vecto:Seis System Four cable-based ‘clemetry system. In 2004, there were new sales of
our VectorSeis System Four cable-based telemetry systems, in addition to sales of system expansicn
comporents for the exist'ng systems in the fielé. For our VectorSeis System Four radio-based land acquisiticn
systems, there were follew-or. sales of additional ccmponen's and system expansion components for existing
systems.

In May 2004, we announced the introduction of our new hybrid System Four Digital-Analog™ system.
The System Four Digitz_-Analog system is based on our System Four platform and gives seismic contractors
the flex’bility to use tracitional analog geophone sensors, or digital full-wave VectorSeis sensors, even on the
same survey. The intrecduction of our System Four Digital-Analog system in 2004 allowed us tc begin
transitioning out of our .2gacy Image analog system:. We cecmmercialized and sold five System Four Digita:-
Analog systems curing 2004.

Geophones. Geopones are analog eleciro-mechanical seismic sensor devices that measure acoustic
energy reflected from rock layers in the earth’s subsurface. We market a full suite of geophones and geophons
test equipment that operate in all environmerts, ircluding land, marine, ocean-bottom and cownhoie. Our
principal geophore product, the SM-24™, features low distortion and wide bandwidth for seismic recording
systems.

Vibrators and Traditional Energy Sources. Vibrators are devices carried by large vehicles and are used
as energy sources for land seismic acquisition. We market and sell the AHV-IV™, an articulated vibrater
vehicle with simplified kycraulics and superior mareuverability, In addition, we offer a low impact, tracked
vibrator, the X-Vib™, for use in environmentally sensitive areas like the Arctic tundra and desert
environments.

Our Pelton Compary subsidiary provides energy source contro! ard positioning technology to our suite ¢f
products. The Vib Pro™ control system provides digital tecanology for energy control, and integrates global
positionng system (GP3) technology for navigation and positioning of vibrator vehicles. The Shot Pro™
dynamite firing system s ‘he equivalent technology for seismic operations using dynamite energy sources.
Integrated GPS ‘echnology and compatibility with the Vib Pro centrol system helps to streamline field
operations anc improve operational efficiencies.

Specialty Cables ard Connectors. Cables and connectors are used in conjunction with most seismic
equipment. Our Tescorp cebles are not only a replacement optior. to correct for ordinary wear, but also offer
performance improveme:t and specialization featurss for new environments and applications.

Reliability Issues. System reliability is an importent competitive consideration for seismic data
acquisition systems. Even though we attempt to assure that our systems are always reliable in the fieid, the
many technical variables related to operations can czuse a combinatior of factors that can, and has from time
to time, caused service issues. We believe that our VectorSeis System Four A/C analog land data acquisition
system has made significzn? improvements in both field trouzleshooting and reliability compared to our legacy
analog land dzta acquisition systems, but until we heve significantly more field experience in a wide variety of
operational condi‘ions, we cannot be certain that problems will not arise. Even though we have 2 large
installed base of customers using our analog products wittiout reported significant problems, customers do
occasionally experience issues and therefore there is 2 possibility that our new products may also suffer from

6




similar issues. Ir that case, market acceptance of our mew products could be delayed and our results of
operaiions azZ financial concition could be adversely affected.

Marine Imaging Syztews Products
Products for our Marine Imaging Systems business segment inciude the following:

Marine Date Aequisition Systems. Our traditional marine data acquisition system consists of towed
maring strezmers z-d shipbeard electronics that colleci seismic data in marine environments with water
depths greatsr then 30 meters. Marine streamers, which centain hydrophones, electronic modules and cabling,
may reeasurs up to 12,000 meters in length and are towed behind a seismic acquisition vessel. Seismic sensors
installed in <7 ceble {hydrcshones) detect accustical erergy transmitted through water from the earth’s
subsurface siructire.

Marine Positio;ing Svstems.  Our DigiCourse® marine positioning system includes streamer cable depth
contre. devicss, corasses, scoustic positioning sysiems (DigiRANGE II™) and other auxiliary sensors.
Marine positicning couizment controls the depth of the streamer cables and provides acoustic, compass and
depth measurements ‘0 atiow precessors to tie navigation and location data with geophysical data to determine
the lecation <f peie~iial hydrocarbon reserves for nrecise drilling operations.

Source civd Source Conirol Systems.  We manufacture and sell airguns, which are the primary seismic
energy sourcs used ‘2 marins environments to initieie the acoustic energy transmitted through the earth’s
subsuriace, An a Sres a 2igh compression burst of air underwater to create an energy wave for seismic
measurement. We 07zr ¢ digita! source control systern {DigiSHOT™), which allows more precise and reliable
controi, and cualiy cornirol, ¢l airgun arrays for 4-3 expicration activities.

VectorSeis Orean-Bottom Acqguisition System. Since 2002, we have expanded our focus on reservoir
applications ty plzcizg VecterSeis ocean-bottom proucts into our Marine Imaging product line. We believe
that the VecterSels cosem-botiom products will address many shortcomings of current ocean-bottom systems.
VectorSeis modulss car operz’e at angles, which eliminates the need for gimbal receiver units that distort data
and add cost. .1 a<cliion, our saiented cable de-coupler design further reduces data distortions and improves
sea~botiom ccuplig. ‘n 200Z, we completed the first est of our VectorSeis ocean-bottom acquisition system
in the Zkofisx Field in e Nerth Sea. This test indicated that our VectorSeis-based system delivered higher
frequency and setier vactor fidelity than previous ccean-botiom cable surveys. During 2004, we completed the
first shipmer: of ¢t~ VectorSeis Ocean-Bottom redepleyable acquisition system under a contract with
Reservoir Exploraticn Tzcanciogy A.S., a Norwegian start-up seismic contractor (RXT). This system was put
into operatior. Zuring August 2004, and experienced some start-up functionality issues, causing RXT to delay
its dep:cymer: anc scmae of its ourchase payments te us. Sec Item 7. “Management’s Discussion and Analysis
of Financial Conditicn end Resuits of Operation — Credit Risk™ and “— Risk Factors — We are exposed to
risks re'ated ¢ cemzlex, highly technical producis.” However, the data quality produced to date from this
systera has besa positive. We will continue to provide service and support to this project and upgrade and
make refinements 1o (s system. As a result of the system’s recent development and advanced and complex
nature, we exsuct to ¢xperience occasional operationai issues from time to time in the future, and we will
continue our zractice of ~zfining the system and i's compenents to reflect the system’s operating experience.

Data Managesen: £cinzions Products and Services

Thrrough cur purchese of Concept Systems in February 2004, we acquired software systems and services
for towsd mzzine sirsemer, seabed and land seismic operations. Products and services for our Data
Management Soluticns susiness segment include the Zollowing:

Marine imagizg. SPECTRA™ is Concept Systems’ integrated navigation and survey control system for
marine streamsr vsec’s. the SPECTRA system, which we believe is installed on more than 75% of the
world’s strearnsr fzg7, is designed specifically for sireamer-based seismic survey operations, including 2-D,
3-D anc 4-D epplicaiens.

Sewhed Inmzaging. Coacest Systems offers an integraied system for ocean-bottom cable and transition
zone (such ag ma=sh lands) cperations, called GATOR™. The GATOR system provides real-time multi-
vessel positioring £7¢ etz mazegement solutions for ccean-bottom, shallow-water and transition zone crews.




Survey Design and Planring. Concept Systems also offers consuiting services for planning and designirg
of 4-D survey operations.

Seismic Imaging Solutisns Products ard Services
Products and services for our Seismic Imaging Soluticns business segment include the following:

Processing and Imecging for Marine Environments. GXT provices seismic data processing and imagirg
services to o'l and gas exploration and »roduction comparies for data obtained from seismic data acquisition
equipment — from survey p-anning and design, to data collection management and processing, tc image
development. Through i:s Integrated Seismic Solutions services, GXT can manage the entire seismic process
for customers, from survey planning and design, to data acquisition and management, to pre-processing,
interpretation and final subsurface imaging. GXT aso offers processing and imaging services through which it
develops images by apnolying its processing technology to data owned or licensed by its customers. While
GXT’s processing services have traditionally been more concentrated in processing marine environment data,
GXT elso performs its secvices for land environment appiications.

In its processing, GXT uses parallel computer clusters to process seismic data through advanced
algorithms that incorporate technologies such as illumination analysis, velocity modeling and pre-stack depth
and time migration. The pre-stack depth and time migraticn solutions involve advanced processing techniques
to convert seismic time-based information to depth-based iaformation. Geologists can use this information to
more accurztely map subsurface structures than conventional seismic processing. We believe that these
techniques can better icentify and access complex hydrocazbon reservoirs and deeper drilling targets, and zre
well suited for processing information from digital, full-wave VectorSeis sensors. They also complement tae
advanced velocity imagzirg ‘echnology and exper:ise in {and envircnments developed in our AXIS group
described below. Currently, GXT’s imaging is _imited ‘o data collected with traditional 2-D and 3-D
techniques, but since the acquisition we have beer develoring initiatives to apply its imaging technologies to
data collected with mu’ti-component end 4-D time lapse methods.

GXT elso provides support services to its customers, including survey design, project management,
quality control, data preconditioning for imaging, and outscurced management of seismic data acquisition aad
image processing services.

Processing and Ircaging for Land Environments. Following our acquisition of GXT, we aligned cur
AXIS group with GXT. AXIS is a seismic data service company based in Denver, Colorado that we acquired
in July 2002. AXIS provides specialized data processing and integration services to major and independent
exploration and production companies.

In additicn, AXIS has developed its proprietary AZIM™ datza processing techniques. Most processing
techniques assume tha® seismic energy travels at the same velocity through a geological structure regardless of
the path thet the energy takes through that structure. In reality, the earth is anisotropic — which means that
energy will travel at diTe-ent velocities through thz same structure, depending on the direction of the energy.
AZIM acccunts for the enisotropy effects of the earth, which results in more accurate images, particularly in
complex reservoirs. AXIS also offers a pre-processing software package, Millennium™, that calculates a
statics model and imports tae solution to the seismic processing system for completion of processing.

Product Research and Development

Our research and development efforts have been focused on improving both the quality of the subsurface
image and the seismic data acquisition econemics for our customers. Our ability to compete effectively in the
manu’acture and sale of seismic equipment and data acquisition systems, as well as related processing services,
depends principally uron continued technological innovation. Development cycles of most products, from
initial conception through commercia! introcucticn, may extend over several years.

During 2004, much of our development focus continued on the completion, testing and introductior. of
our VectorSeis Ocean redeployable ocean-bottorn data acquisition system and our System Four Digital-
Analog land acquisiticn system. Since these products were in the commercialization stage during much: of
2004, our total researca and development expenditures for these preducts were less than those for 2003. Cur
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acquisitions of Concent Systems and GXT, however, added a number of research and development projects
and corresponiing exzenditures.

During the secoxg aelf of 2004, we introduced twe new processing techniques for GXT’s pre-stack depth
migration tecihnoicgy. In 2005, we anticipate continuing our research initiatives in. this area to develop
applications for GX{7s advanced processing technigques for data gathered through our multi-component and
4-3 time-lapse daz colisctior methods.

o

In the secend 2e” of 2005, we expect to release Toncent Systems’ Orca™ software product, a successor
software product to s software for towed streamer navigation and integrated data management. Orca will
inciude modulss Cesigned to better ensure repeatehility across time-lapse 4-D surveys by integrating
navigation, source ccxirel, and streamer control systems.

Within the noxt year, we expect to introduce z new product called DigiFIN™ for advanced marine
streamer contrzl. LiglSil¥ is being designed to aliow vessel operators to control lateral position of streamer
cables in the water, 2licwing them to be towed closer together without the threat of tangling and enabling
faster line changes as sach line of a survey is acquired. The tighter streamer spacing should improve image
quality for oii 21d gas companies.

DigiFIN will join two otier DigiCourse preducts in the marketplace that provide for digital control of
marine zir-gun encrgy sources and acoustic position determination of streamer cables in the water. The
combinziion ¢f these srecucts, we believe, will permit vesse! operators to acquire repeatable marine surveys,
the mos: critice! fzcter in time-lapse 4-D programs.

In September 2CC4, we announced the formaiion of z joint industry project with QinetiQ, a European
science and iscancicgy compeny, to develop and depioy the world’s first fiber-optic seabed seismic data
acquisition sysiem, which would acquire full-wave seismic data from the seabed. Given the long term time
scheduls for this projzct, /0 -2s made no significani expenditures on the project to date and has minimal
expenditures sudgetes for 2005,

We expec: o Incur significant future research and development expenditures aimed at the development
of our products anc tccinologies. In 2004, we incurred research and development expenditures of approxi-
mately $19.6 millicn. For a summary of our research and development expenditures, see Item 7. “Manage-
ment’s Discussion end Arnelysis of Financial Condition and Results of Operations — Results of Operations.”

Beczuse meany of these new products are under cevelooment, their commercial feasibility or degree of
commercial accepicnce, f any, is not yet known. No assurance can be given concerning the successful
development ¢l ary mcw producis or enhancements, the specific timing of their release or their level of

acceptance in :he mmatgst nlace.

For a summary ¢f cur ressarch and development expenditures during the past five years, see Item 6.

™

“Selectec Finercial Data”

Markets and Custcmss

Our orincizel cusiomsrs are seismic contractors and oil and gas companies. Seismic contractors purchase
our datz acquisition svsiems and related equipment {o collect data both onshore and offshore in accordance
with their oil 22d gas cocmpany customers’ specifications or for their own seismic data libraries. We also
market and sell procucts end offer value-added services directly to oil and gas companies, primarily imaging-
related processing services TTom cur GXT group and 4-3 corsulting services from Concept Systems. In 2004
and 2003, BGP, az Intermaticnal seismic contracior and subsidiary of the China National Petroleum
Corporation, accountsc fer appreximately 15% and 28% of our consolidated net sales, respectively. In 2004,
British Petroleum wezs our mest significant oil and gas company customer, accounting for 3% of our
consolidated revenucs 2ac 14% of GXT’s total revenues.

In recent years, <k selsmic iadustry has been affected by a number of market forces that impact demand
for our products. Theoe 2zs beex significant consolidatior. among oil and gas companies which has tended to
reduce cepital outleys o exploration activities, includicg these related to seismic acquisition and processing.
The contractor szgrnert 12s beern impacted by consolidztion among the oil and gas companies, excess capacity
of seismic acquisition crews, seismic vessels, and seismic datz ‘ibraries, and the emergence on the global stage
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of low-cost acquisition ¢entractors from the rapidly develoning markets, including China, India, and <he CIS.
These factors have pu: financial pressure on many contractors, prompting bankruptcies and reduced capital
expenditures for new seismic acquisition technology, which creates a consolidation in the demanc for our
acquisition systems anc related equipment. The loss of any of our significant customers or deterioration in our
relations with any of them could materially adversely affect our results of operations and financial condition.

A significant part of our marketing efforts is focused oa areas outside the United States. Contractors from
China and the CIS are increasingly active not cnly in taeir own countries, but also in other internaticnal
markets. Foreign sales are subject to special risks inherent in doing business outside of the United States,
inclucing the risk of armed conflict, civil disturbances, currency fluctuations, embargo and governmental
activities, customer credit risks, as well as risks of non-compliance with U.S, and foreign laws, including teriff
reguletions and import/export restrictions. We sell preducts through a direct sales force consisting of
employees and severa. international third-party sales representatives responsible for key geographic areas.
During the years ended December 31, 2004, 2003 and 2002, sales to destinations outside of North Ame=ica
accounted for epproximetely 73%, 77% and 71% of our ccnsolidated net sales, respectively. Further, systems
sold to domestic customers are frequently deployed internationally and, from time to time, certain foreign sales
require export fHicenses. GXT has historically derived the bulk of its revenues from North America, with sales
in the U.S. and Canaca accounting for 33% of its 2004 net sales. However, GXT intends to expand
interrationally in 2005 with processing centers scheduled to open in Venezuela, Nigeria, and Ango.a. These
center openings should reduce the percentage of revenues derived¢ from North America at GXT, but also
increases the risks associated with doing business in these markets.

For irformation concerning the geographic breakdown of cur net sales, see Note 14 of Notes to
Consolidated Financicl Statements.

During 2003, we fcrmed a strategic technology alliance with Apache Corporation (Apache), a leading
independert oii and gas producer, to provide for cooperation between our two companies in the development
and cCeploymert of next-generation seismic imaging techrology to selected projects within Apache’s portfolio
of oil and gas properties. No separate legal entity has beer formed, and, to date, this alliance has not imposed
any on-going legal obligations on either company.

Our initiel effor's under the Apache arrangement have been focused on using System Four and
acquisition systems with digital full-wave VectorSeis sensors and AZIM processing techniques for subsurface
imaging. This alliance has enabled us to work directiy with an oil and gas company to gain a better
understanding of its seismic challenges and oppertunities and to use that knowledge to make recommenda-
tions regarding technology deployment. In working directly with oil and gas companies, we believe that we
have been able to stimulate end-user demand for our VectorSeis products and technology, as well as for our
associated orocessing cepabilities. In June 2004, Trace Energy Services Ltd. purchased our first commercial
System Four A/C eccuisition platform, whick enables seismic data to be acquired with either digital
VectorSeis sensors or aralog geophores in any mix or configuration, even on the same survey. Trace used this
system to acquire data “or Apache, among other oil anc gas companies.

Sales to customers are normally on standard net 30-cay terms. Also, in certain cases, we provide financing
arrangements to customers through short-term znd long-term notes receivable. Notes receivable, whick are
collateralized by the products sold, bear interest at contractual rates ranging from 5.1% to 8.0% per year anc
are cue at various dates through 2006. The weignted average annual interest rate at December 31, 2004 was
6.6%. We aave experienced problems from time to time in the ccllectibility of certain of our financed sales
receivables, including in 2304. See Item 7. “Menagement’s Discussion and Analysis of Financial Conditior
and Resuits of Operations — Credit Rigk.”

GXT’s custome-s include large oil companies, such as British Petroleum, Total, ChevronTexaco,
ExxonMobil, Statoil, BHP and Pemex. During the year ended December 31, 2004, no single GXT custome-
accounted for more tazn 0% of our consolidated net szies.

GXT offers its services to customers or: botk an exciusive and a multi-client basis. Through its »rocessing
and imaging services, GXT develops images by applying its processing technology to data owned or licensec
by its customers. Under these arrangements, its customers separately arrange and pay for survey design, date
collection, prceessing and imaging and retain ownership of the data after image development.

1C




GXT’s irtegrated Seismic Solutions (ISS) service is offered to customers on both a proprietary and
multi-ciient >esis; Iz both cases, customers pre-fund the data acquisition costs. With the proprietary service,
the customer 2iso peys fer the imaging and processing and has ownership of the data after imaging. With the

~

muiti-ciient service, CX7 will sometimes assume the processing risk but retains ownership of or rights to the
data and imagss and receives cn-going revenue from subsequent license sales.

N7

Tee majcrity of GXT's services has been applied with respect to Gulf of Mexico, West Africa and
Trinidad prozerties.

Manufacturing Outccurcing end Suppliers

TR

Since 20C3, we have been increasing our use of contract manufacturers in our Land and Marine Imaging
Systems business segments as an alternative to manufacturing our own products. We may experience supply
interTuptions, cost escalations and competitive disacvantages if we do not monitor these relationships properly.

Cur Lard ard Miatine Imaging Systems contract manufacturers purchase a substantial portion of the
cempenents used In cur systems and products from third-party veadors. Certain items, such as integrated
circuits use¢ n cur sysiems, are purchased from sole source vendors. Although we and our contract
manufacturers aticms! 1o maintain an adequate inventory of these single source items, the loss of ready access
tc any cf these items couid temporarily disrupt our abiiity to manufacture and sell certain products. Since our
components zre Cesigned for use with these singie source items, replacing the single source items with
furcticnal equivalents could require a redesign of cur components and costly delays could result.

Ir December 2004 we transferred our Applie€ MEMS, Inc. subsidiary and its business to Colibrys Ltd.
(Colibrys), 2 Swiss MZMS-based technology firm, in exchange for a 10% interest in Colibrys. We also
entere into a Sve-yser supply agreement with Colibrys. See Item 7. “Management’s Discussion and Analysis
of Financial Conciticn end Results of Operations — 2004 Acquisitions and Dispasitions.” Applied MEMS
manufactures micro-gieciro-mechanical system {MEMS) products, including accelerometers, not only for
our VectorSels senscos, but also for other applications, including test and measurement, earthquake and
structural merniterrg 2nd defense. While we continue to believe that MEMS-based sensors like our
VectorSeis sensers will Increzsingly be used in seismic imaging, we also believe that improvements in the
design and mezauvfecture of M ZMS technology wiil likely occur, which will require additional financial and
humar capiiz: to achieve. 3y outsourcing our MEMS manufacturing operations to a MEMS-based
technology Srm ke Cclibrys, we believe that we will te better positioned to leverage the research and
development ¢ ctaer preducts and industries, improve gross margins on our VectorSeis-based products, and
reduce our fiturs Izvesiment requirements in MEMS t{echnology. We have no further obligations to fund
Celibrys with regarCs to any mendatory assessments or ac¢ditional capital contribution requirements.

Competition

The marxet for selsmic products and services is highly competitive and is characterized by continual
changes in tecanc.ogy. Cur principal competitor for land and marine seismic equipment is Societe d’Etudes
Recherches et Comsiruction Zlectroniques {Sercel), an affiliate of Compagnie General de Geophysique
(CGG). Unlke car company, Sercel possesses an advantage of being able to sell to an affiliated seismic
coatractor thet orerates voth land crews and seismic acquisition vessels, providing it with a greater ability to
test new technolegy i1 e field and to capture a captive internal market for product sales. We also compete
with ¢iner selsmic scuipment companies on a product-by-product basis. Our ability to compete effectively in
the manufaciure anc seie of seismic instruments and ceta acquisition systems depends principally upon
continued techno.ogical inncvation, as well as prices, ability to access third-party funding on behalf of our
customers, rzoutziicn for quelity, and ability to deliver on schedule.

In recen: years, there has been a trend among ceriain seismic contractors to design, engineer, and
manufzacture szismic accuisitica technology in-house {or through a controlled network of third-party vendors)
in order to ac-ieve real Cifferentiation versus their competition. WesternGeco (a seismic industry joint venture
of Schlumberzer znd Beker Zughes, two large integrated oil field services and equipment companies) relies
heavily on in-touss iechnclogy development for cesigning, engineering, and manufacturing its
“Q-Technology” oletferm, incinding acquisition and processing systems. Although this technology competes
directly with /C’s techinolegy for marine streamer, seabed, and land acquisition, WesternGeco does not
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provide Q-Technology services to other seismic acquisition contractors. Moving forward, there is a -isk that
other seismic contractcrs may decide to in-source more seismic technology development, which would put
pressure on “he demand for 1/0O acquisition equipment.

GXT competes with more than a dozer processing companies that are capable of providing pre-stack
depth migrzatior servicss to the oil and gas companies. While the barriers to entry into this market ere
relatively low, the barriers to competing at the high-end of the advanced pre-stack depth migration market
where GXT focuses are significantly higher. At the top-end of the pre-stack depth migration services market,
Veritas DGC Inc. and WazsternGeco are GXT’s two primary competitors for advanced imaging services. Both
of these comparies are larger than GXT in terms of revenues, number of processing locations, and sales and
marketing resources. I addition, Veritas and WesternGeco possess an advantage of being part of affiliated
seismic contractor comvanies, providing them with access to both customer relationships and seismic datassts
that require processing.

Concept Systems is a leader in providing acvanced data integration software and services to seismic
contractors acquiring dzte using either towed streamer vessels or ocean-bottom cable on the seabed. There zre
few sizeable companies taat provide third-party software znd services which compete directly with Concept
Systems. Vesseis or ocean-bottom cable crews that do net use Concept Systems software either rely upon
manual datz integratior, -econciliation, and quality contro! or, as is the case with WesternGeco, develop and
maintzin their own proprietary software packages. There is a risk that other seismic contractors may atter:pt
to develop software that competes directly with Concept Systems on their own or in partnership with other
contractors, or that third-party software companies attemst to enter the market.

Intellectual Property

We rely on a comtination of patents, copyrights, trademark, trade secrets, confidentiality procedures azd
contractual provisions “0 protect our proprietary technologies. Although our portfolio of over 300 patents is
considered impertant te cur operations, no one paent is considered essential to our success.

Our patents, copyr'ghts and trademarks cffer us only imited protection. Our competitors may attempt to
copy aspects of our preducts despite our efforts tc protec: our proprietary rights, or may design arcund tae
proprietary features of cur products. Policing unauthorized use of our proprietary rights is difficult, and we zre
unable to determine the extent to which suck use occurs. Our difficulties are compounded in certair: foreign
countries wiere the laws dc not offer as much protectior. for proprietary rights as the laws of the United
States. Third parties routinely inquire and claim. from time to time that we have infringed upon their
intellectual property rights. No material liabilities have resulted from these claims to date.

Regulatory Matters

Our operations arc subject to laws, regulations, government policies and product certification require-
ments worldwide. Charges in such laws, regulations, policies or requirements could affect the demanc for cur
products or resu.t in thz reed to modify products, which may involve substantial costs or delays in sales aad
could have zn adverse eTect on our future operating results. Our export activities are also subject to extensive
and evolving trade regulations. Certain countries are subisct tc trade restrictions, embargoes and sanctions
imposed by the U.S. gcvernment. These restrictions and sanctions prohibit or limit us from participating in
certain busiress activitiss in those countries.

Our operations are sthject to numerous local, state and federal laws and regulations in the United States
and in foreign jurisdictions concerning the containment and disposal of hazardous materials, the remediation
of contaminzted properiies and the protectior of the environment. We do not currently foresee the need for
significant expenditures to ensure our continued compliance with current environmental protecticn laws.
Regulations in this aree are subject to change, and there can be no assurance that future laws or regulations
will not have a material acverse effect on us. Cur customers’ operations are also significantly impacted by laws
and regulaticns concerring the protection of the ervironment and endangered species. For instance, many of
our marine contractors 1ave been affected by regulations protecting marine mammals in the Gulf of Mexico.
To the extent that our customers’ operations are cisruptec by future laws and regulations, our business and
results of operations may be materially adversely affected.
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Empiovees

As of Decer-zer 31, 2004, we had 743 reguler, full-iime empioyees, 492 of which were located in the
U.S. From time 1o Ume and on an as-needed basis, at certain business units we supplement our regular
workforce witn individuals the® we hire temporarily or es independent contractors in order to meet certain
interna. marufactusing needs. Our U.S. employess are not represented by any collective bargaining
agreement, ant we hove never experienced a laber-related work stoppage. We believe our employee relations
are satisfactory.

Financial Infermstizn by Segment and Geographic Ares

For a discuss:on of Snancial information by business segment and geographic area, see Note 14 to Notes
te Consolidazed Financial Sm?ements
Item 2. Prozgrtizs

Our primzry operaiing facilities at December 31, 2004 were as follows:

Square

Operating Facilitles Footage Segment
Staﬁorc’i TBHES « 88,000 Land Imaging Systems

erahar, Louisiana o .o e 40,000 Marine Imaging Systems
VOOrSCl' en, Tre Metherlands ............. ... ..., 30,000 Land Imaging Systems
Jebel AZL, Dube:, United Arab Emirates ............. 17,000 Land Imaging Systems
Denver, Cowralo o 30,000  Seismic Imaging Solutions
Houstor, Texas ... ... i e 75,000  Seismic Imaging Solutions
Edinburgn, Scetland oo 12,000 Data Management Solutions

292,000

Each of these cperating facilities is lease¢ by us under a iong-term lease agreement. These lease
agreements heve (sroms that expire ranging from 2005 to 216, See Note 18 of Notes to Consolidated Financial
Statements.

Ir. additicn, we ‘case salss and support offices in Crazleigh, Egham, and Norwich, England; Aberdeen,
Scotland; Cz gary, Careda; Beijing, China and Moscow, Russia to support our global sales force. Our
executive hesdqu \.‘nl izing approx1mately 25,000 square feet) are located at 12300 Parc Crest Drive,
Stafford, Texss. machizery, equipment, buildings and other facilities owned and leased by us are
considered by our menagement to be sufficiently maintained and adequate for our current operations.

Item 3. Legal Froczedings

Cn Janvary 12, 20C5, a surported class action iaws:it was filed against 1/0, our chief executive officer,
our chief financiel ¢7icer and the president of GXT in the U.S. District Court for the Southern District of
Texas, Housten Divisicn. The action, styled Harold Read, individually and on behalf of all others similarly
situated v. ;:’mut/O'fpw Inc, Robert P. Peebler, J. Michael Kirksey, and Michael K. Lambert, alleges
violations of Szctions Zv\b) nd 20(a) of the Securities Exchange Act of 1934, and Rule 10b-5 thereunder.
The acion ¢ zimed o o2 filed on behalf of purchasers of cur common stock who purchased shares during the
period from Ivay 1C, 2004 through January 4, 2005. The complaint seeks damages in an unspecified amount
plus costs and atlorneys’ fees. The complaint alleges misrepresentations and omissions in public announce-
ments and £11gs ccneerning cur business, sales and products. On February 4 and 10, 2005, and March 15,
2005, taree similer ‘owstits were filed in the U.S. District Court for the Southern District of Texas, Houston
Division. The tirse complaiznts, styled Matt Brody, individually and on behalf of all others similarly
situated v. Insut/Duipui, Inc, Robert P. Peebler and J. Michael Kirksey, and Giovanni Arca vs. Input/Output,
Inc., Robert 2. Peebler, J. Michael Kirksey, and Michael X. Lambert, and Schneur Grossberger, individually
and on behaif of «ii cthers siinilarly situated v. Inpus/Ouiput, Inc., Robert P. Peebler, J. Michael Kirksey, and
Michael K. Lember:, contain 'factual allegations similar {c those in the Read complaint. The Brody complaint,
howevzr, contains e<divional cilegations that the defendarts failed to disclose or misrepresented that (1) our
products wers defective, (2) customers were wrongfully induced into buying our products and (3) I/0
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violated Gererally Acczpied Accounting Principles and SEC rules by failing to properly report and disclcse
the allegedly illegal nature of its revenue during the proposed class period. The Brody case is the only of the
purporied class action casss where the defendants 1ave been served with process. A stipulation of the parties
has been filed in the Brody case that provides (i) “he plaintiffs shall move pursuant to the Private Securitics
Litigation Reform Act for appointment of leac plaintiff anc lead counsel on or before March 14, 2005, (ii) tae
plaintiffs shell fiie a corsclidated class action comglaint within 45 days after the entry of an order appointing
lead plaintiff and lead counsel, (iii) the defendants shall answer or otherwise respond within 45 days after a
consolidated complaint is filed, and (iv) if any defendant moves to dismiss the consolidated complaint, then
the resnonse to the motior. will be filed within 45 days and the defendants will have 30 days to file a reply. No
discovery has been corducted by the parties in any of the cases, and discovery will be stayed should the
defendants file a moticn to dismiss until there is a ruling on that motion. Based on our review of tae
complzints, we believe the lawsuits are without merit anc intend to defend the Company and our officers
named as parties vigorously. However, we are unadle tc determine whether the ultimate resolution of these
cases will have z material adverse impact on our fnancia! condition, results of operations of liquidity.

In October 2002, we fled a lawsui® against Paulsson Geophysical Services, Inc. (“PGSI”) and its owner
in the 286th District Ceurt for Fort Bend County, Texas, seeking recovery of approximately $0.7 million that
was unpaid and due to us resulting from the manufacture and sale of a custom product that PGSI had asked
us to construct in 2001. In 2002, we fully reservec for all amounts due from PGSI with regard to this sale.
After we filed suit to rscover the PGSI receivab.e, PGS! alleged that the delivered custom product was
defective anc counter-ciaimed against us, asserting breach of contract, breach of warranty and other related
causes of action. The czse was tried to a jury during May 2004. The jury returned a verdict in June 2004, the
results of which would rot have supported a judgment awarding damages to either us or the defendants under
Texas law. In August 2C0<, the presiding judge overruled the jury verdict and ordered a new trial. We and the
defendants heve not yet scheduled a new trial and continue ¢o discuss the dispute. We continue to believe that
the ult‘mate resolution of the case will not have a material adverse impact on our financial condition or
liquidity.

We have also beer. named in various lawsuits or threatened actions that are incidental to our cordinary
business. Litigation is inhereatly unpredictable. Any claims against us, whether meritorious or not, could be
time consuming, cause us to incur costs and expenses, require significant amounts of management time ard
result in the diversion of significant operational rescurces. The results of these lawsuits and actions caannot be
predicted wita certainty. We believe that the ultimate resolution of these matters will not have a material
adverse impact cn our financial condition or liquidity.

Item 4. Submission of Matters to a Vote of Security Holders

Not applicable.
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PART I

Item 5. Mavicet for che Regicivant’s Common Eauity, Related Stockhoider Matters and Issuer Purchases
of Eguity Eecuvities

General

Our commor stcex (rades on the New York Stock Zxchange (NYSE) under the symbol “10”. The
following tabie seis “orth the high and low sales prices of the common stock for the periods indicated, as
reportec. in NYSE composite tape transactions.

Price Range

Peiiod _High  Low_
Year enced December 31, 2004
U JUE T T . ottt $10.84  $6.30
I AT e . e 11.22 7.89
SeCONT QUATIET .« vttt et e e 9.60 6.38
LT T - £ 7.82 4.55
Year enced December 31, 2003
FoUrth QUaTIET . . o $ 490 $3.30
rd G uamer . 6.00 3.61
BECOMC QUaT T o ottt 5.76 2.91
ISt G arlOT . o i e 4,79 3.40

We have zot histericady peid, and do not intend to pay in the foreseeable future, cash dividends on our
commor: stock. W zresently intend to retain cash from operations for use in our business, with any future
decision to pzy cash dividends on our common stock dependent upon our growth, profitability, financial
condition and cther fzcicrs our toard of directors consider relevant. Our losses from operations in recent years
have alsc inhibitec our asiiity to pay dividends on our common stock. See Item 6. “Selected Financial Data.”

In February 2205 we issued 30,000 shares of our newly designated Series D-1 Cumulative Convertible
Preferred Stocz&, walch zecrues cumulative dividends at a minimum rate of 5% per annum, payable quarterly.
These dividends mey te paid, ai our election, in cash or shares of registered common stock. So long as any
shares of Series D-1 PreferreC Stock are outstanding, we may not pay any dividends in cash or property to
holders of our commmen sicck, ezd may not purchase or redeem for cash or property any common stock, unless
there are no arrzareges i divicends paid on the Series D-1 Preferred Stock and sufficient cash has been set
aside tc pay cividencs on the Series D-1 Preferred Stock Zor the next four quarterly dividend periods. See
Item 7. “Managerent’s Discussion and Analysis of Financial Condition and Results of Operations —
Liquidity and Capital esources.”

On: December 31, 2004, there were 782 holders of record of our common stock.

Issuer Purchass of £ouity Securities

During the three months ended December 31, 2004, in connection with the lapse of restrictions on shares
of restricted stock held by one of our employees, we acquired shares of restricted stock in satisfaction of tax
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withholding obligations that were incurred on the vesting date. The time of acquisition, number of shares and
average effective acquisition price per share, were as follows:

(d)
(¢) Maximum Number
Total Number of (or Approximate
Shares Purchased Dollar Value) of
as Part of Shares That May Yet
a {b) Publicly Be Purchased under
Total Number of Average Price Paid  Announced Plans the Plans or
Period Shares Acquired Per Share or Programs Programs
October 1 to None None Not applicable ~ Not applicable
Octeber 31, 2004 . ... ..
November | to 1,323 $8.36 Not applicable ~ Not applicable
November 30, 2004 . . ..
December 1 to None None Not applicable  Not applicable
December 31, 2004 . ...
Total ... ... ..ot 1,323 $8.36
Equity Compensation Plan Information
Number of Securities
Remaining Available
for Future Issuance
Number of Securities Under Equity
to Be Issued Weighted-Average Compensation Plans
Upon Exercise of Exercise Price of (Excluding Securities
Qutstanding Options, QOutstanding Options, Reflected in
Warrants and Rights  Warrants and Rights Column (a))
Plan Category (a) (b) (c)
Equity Compensztion Plans Approved
by Security Helders ... .. ... .. 6,524,600 $6.95 827,042
Equity Compensetion Plans Not
Approved by Security Holders® . . . . 789,300 $6.79 131,971
Total ... 7,313,600 959,013

) Consists of nine plans: our Amended anc Restated 1990 Stock Option Plan, our Amended and Restated
1891 Qutside Directors Stock Option Plan, our Amended and Restated 1996 Non-Employee Director
Stock Option Plan, cur 1998 Restricted Stock Plan, our 2000 Long-Term Incentive Plan, our Employee
Stock Purchase Pian, our 2003 Stock Option Plarn, our 2004 Long-Term Incentive Plan and our
GX Technclogy Corporation Employee Stock Option Plan.

) Consists of four plans and programs: our Noa-Empicyee Director’s Retainer Plan, our 2000 Restricted
Stock Plan, our Concept Systems Employment Inducement Stock Option Program and our GX
Technology Corporation Employment Inducement Stock Option Program.

For more information regarding our stock opt on plans and plan activity for the years ended December 31,
2004, 2003 anc 2002, see Note 13 of Notes to Consolidaied Financial Statements.
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Item 6. Selzcted Tinanciai Data

The sewesteC censciidated fnancial data set forth below with respect to our consolidated statements of
operations for e years ended December 31, 2004, 2003, 2002 and 2001, the seven months ended
December 31, 200C anc :he fscal year ended May 31, 2000, and with respect to our consolidated balance
sheets at December 31, 2004, 2003, 2002, 2001 and 2030 and May 31, 2000 have been derived from our
audited consciidatec fimancial statements. Also, our results of operations and financial condition have been
affected by acquisiticas of companies and significant charges during the periods presented, which may affect
the comparazility ¢ t(me fizencial information. For more information on our acquisitions and a tabular
presertation cf signifcent charges, see Notes 2 and 21, respectively, of Notes to Consolidated Financial
Statements. This norrmation should not be considered as being necessarily indicative of future operations, and
be should read in conjunction with Item 7. “Management’s Discussion and Analysis of Financial Condition
and Results ¢f Opsraticns” and the consolidated fnancial statements and the notes thereto included elsewhere
in this Form 10-X.
Seven Months
Ended Year Ended

Years Ended December 31, December 31, May 31,
2004 2003 2002 2001 2000 2000

{In thousands, except per share data)

Statement of Oporziions Data:
Netsales ..., $247,299 $150,033 § 118,583 $212,050 § 78,317  $121,434
Costofsales.................... 175,705 122,192 101,018 139,478 59,582 109,329

Gressproft ... 71,594 27,841 17,565 72,572 18,735 12,125
Operating exzensss {income):
Research anc develenment ... .. 19,611 18,6%5 28,756 29,442 16,051 28,625
Marketing and sales . ............. 23,758 12,566 11,218 11,657 5,506 8,757
General and edminisrative .. .. .. .. 29,748 16,733 19,760 19,693 8,127 21,885
(Gain; loss o see of essets. .. .. .. (3,980} (2913 425 70 585 114
Impairment sf lcmg-ived assess .. .. — 1,128 6,274 — — —
Goodwill imeeirmezt ... ... ... .. — — 15,122 —_ — 31,596
Amorizatior of gocdwil. ... .. ... — —_— — 3,873 2,157 6,732

Total operaing exzenses ........ 69,137 48,844 81,555 64,737 32,426 97,709
Income (loss) frem cperetions ... .. 2,457 (21,003}  (63,990) 7,835 (13,691) (85,584)
Interesi expense ..., (6,231) (4,087} (3.124) (695) (627) (826)
Interestincome. ... ...l L. 1,276 1,93 2,280 4,685 4,583 4,930
Fair value adiustimexz” end exchange

of warrant ¢oligaticn ........... — 1,757 3,252 —_ — _
Impairment ¢ invesiment......... — {2,058} — — — —
Other ‘ncome {ex3z7se) .......... 220 685 {373) 644 761 1,420
Income (loss} before income taxes (2,278) (22,8043  (61,955) 12,469 (8,974) (80,060)
Income tax expense [benefit) ... ... 701 348 56,770 3,128 1,332 (6,097)
Net income (088> ............... (2,979) (23,152) (118,725) 9,341 (10,306) (73,963)
Preferred dividend ............... — — 947 5,632 3,051 4,557
Net income {(loss) zzpiicable to

common sheres. . ............ .. $ (2,979) ${23,152) $(119,672) $ 3,709  $(13,357) $(78,520)
Basic net inccme {lcss) ver

COMTAON SRBETC. v v v v e vevne s $ (005) 3 (0458 (2350 % 007 § (026) $ (L5
Weighted average numcer of

common sheres ouisiending ... .. 65,961 51,237 51,015 51,166 50,840 50,716
Dilutec net income {loss) per

common shere. ... ... ... $ (005) % (0458 (23508 007 $ (026) $ (1.55)
Weightad aversge number of diluted

shares outstanding ............. 65,961 51,237 51,015 52,309 50,840 50,716




Seven Months

Years Ended December 31, Dec];:rlr:%ee?f 31, Yﬁ;fggfd
2004 2003 2002 2001 2000 2000

{In thousands, except per share data)

Balance Sheet Data (end of year):
Working capital ................. $109,075 $.33,467 $114,940 $204,600 $181,366  $183,412
Total assets ...........covevvnn.. 479,116 249,204 249,594 387,335 365,633 381,76%
Notes payable ard current

maturities of long-term debt and

lease obligetions ............... 6,564 2,687 2,142 2,312 1,207 1,154
Long-term debt and lease

obligations, ne: of current

maturities ........... ... 79,387 78,516 51,430 20,088 7,077 7,885
Stockholders’ equity . ............. 314,512 133,764 152,486 331,037 325,403 335,015
Other Data:

Capital expeaditures.............. $ 5022 $ 4587 $§ 8,230 $ 9202 $ 2,837 $ 3,077
Investment ir. multi-client library . . . 4,168 — — — — —
Depreciation anc amort’zaticn

(other than multi-client library).. 18,345 11,444 13,237 17,535 11,448 22,835

Amortization of multi-clert Library .. 6,323 — — — — —_

Item 7. Management’s Discussion and Analysis ¢f Financial Condition and Results of Operations

Note: The followiing should be read in conjunction with our Consolidated Financial Statements and
related notes that appear elsewhere in this Annual Repori on Form 10-K.

Executive Summary

We are a .eading seismic services company, providing seismic cata acquisition equipment, software and
plannirg and seismic processing services to the glcbal oil and gas industry.

During 2004, through two significant acquisitions, we contirued to execute our strategy to reposition our
business from being primarily an equipment and technology provider to offering our customers full-seismic
imaging solutions. In February 2004, we acquired Concept Systems Holdings Limited (Concept Systems), an
Edinburgh, Scotland-besed provider of software, systems and services for towed streamer, seabed and laad
seismic operetions. In June 2004, we acquired Houston-based GX Technology Corporation (GXT), a leading
provider of seismic imaging technology, data processing and subsurface imaging services to oil and gas
companies. 3otk acquisitions were completed as art of cur strategy to expand the range of products aad
services we can provide to our existing customers and new end-user customers. We now have four business
segments: Land Imaging Systems, Marine Imaging Systems, Data Management Solutions and Seismic
Imagirg Sofutions.

Taese acquisitions, a_ong with an increase in cemanc Zor our traditional products due to improvements in
industry corditions and our introduction of new products, had a oositive impact on our 2004 results of
operations. Our overal. margins improved as new higher-margin products, reductions in costs, and our
outsourcing activities all contributed to improvec gross profit margins. Certain of our traditional product
lines — particularly our Sensor geophone business and our Digicourse marine instrumentation business — aad
Concept Systems’ busizess, 1ad very good years. During 2004, we accomplished two product introductions —
our VectorSeis Ocean sezbed acquisition system and our rew digital/analog version of our System Four land
acquisition system, Sysiem Four Digital-Analog. We continued to implement our program to reduce our unit
costs end outsource our manufacturing activities where we could. Ir June, we sold our inactive Alvin, Texas
facility that we had shut down in 2003, and, most ~ecently, in December, we transferred our Applied MEMS
business to Cokbrys Lid. (Colibrys), a Swiss-based designer and contract manufacturer of micro-electro-
mechenical systems, ir. exchange for en approximate 10% equity pesition in Colibrys.

Fowever, we continted to experience uneven cesults o7 operations from period to period. Our 2004 resuclts
of operations, waile improved from 2003’s results, still refiected some of the cautiousness and long cycle times
experienced in the energy seismic industry for adopticn of =ew technologies and products, and uncertzinties as
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to the oredicizbility 2ad depe ndablllty of sustaired revenue levels from product and service sales. Factors that
contributed to our serformance in 2004 were:

o unexpected celays in sales caused by various factors, including slower-than-expected permitting for
seismic shoots,

o gxplorztion and production companies focusing their discretionary budgetary expenditures for the
second haif of 2084 on development of known prospects instead of exploration projects,

o <he uncerigirties inherent in international sales,
 the sales mix of our products and services in certain quarters, and

o aithough Cemend was increasing, a continuing tendency on the part of our traditional seismic
contracior cusicmers to curtail their capital expenditures for our newer products and services until the
sackleg for the contracters’ services improves.

Particularly impecting our results of operations within our Marine Imaging Systems business segment for
2004 was our trird- q varter $5.2 million write-down of the accounts and notes receivables due from one of our
Russiar-bases cusromers, Laboratory of Regional Geodynamics, Limited (LARGE). LARGE is a subsidiary
of Yukes, a R:ss1c.. ensrgy company which experienced financial difficulties during 2004. We do not currently
exiend long-‘erm szles fnancing to customers based in Russia.

In terms ¢f how cur execution translated into financial performance, the following provides our overview
of key fiscal 2004 francial metrics for our company as a whole and our four business segments:

Lanc Marine PData Seismic
170 imaging imaging Management Imaging
Consolidated Systems Systems Solutions Solutions Other
Netsales ............ $247,299 $126,41  $54,680 $14,797 $50,673 $ 1,108
Yezr over year net %
change in net sajes . . 65% 17% 53% — — 28%
Income {icss) from '
overaticns ......... $§ 2,457 $ 17,643 § 4,596 $ 3,200 $(2,368) $(20,614)
Netloss . ............ $ (2,979) o * * * *

Basic and diluted lcss
per commen share .. $§ (0.05) — — — — —

* Net income floss} by business segment is not considered a key financial metric.

Cash and cash eguivelents for the fiscal year ended December 31, 2004 totaled $14.9 million, a decline of
$44.6 million rom the December 31, 2003 balance of $59.5 million. We raised $150.1 million in June 2004
through an uxderwriiten cfferiag of 22.9 million shares of our common stock. We used approximately
$176.9 millior of cesh for business acquisitions in 2004, The decline in our cash position during 2004 was due
primarily to these accu’sitions and the cash used in our operations, mainly through increases in our accounts
receivabies and inventeries. In Zebruary 2005, we issued 30,000 shares of a newly designated Series D-1
Cumulative Converiit.e Preferred Stock in a privately-negetiated transaction with a private investment firm,
Fletcher Invesimer’ Ltd., anc received $30.0 million in proceeds. The issuance of this preferred stock was
considersd by cur manzgement to be advisable to secure acditional capital for our general corporate purposes,
inciuding working cepital and potential business opportunities.

Our ability o produce positive cash flows from operations and consistent levels of profitability, to grow
our business an< tc service our debt and our other obligaticns, will depend on returning GXT to profitability,
as wezll as the success of cur efforts in marketing and business development to accelerate the rate of diffusion
of our new preducts and services into the marketplace, achieving improvements in the balance of sales in our
GXT product 2nd service lines, introducing and tech‘xologicaily enhancing our products and services offered,
penetrating new merkets for cur products and services, continuing to improve our margins on our sales and
continuizng to rzfuce cur cverall costs.
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We inteaé the discussion of our financial condition and results of operations that follows to provide
information “hat will aszis: in understar.ding our coasolidaied financial statements, the changes in certain key
items in these financia. statements from year to year, and the primary factors that accounted for those
changes, as well as how certain accounting princip:es, policies and estimates affect our consolidated £nancial
statements.

For a discussion of factors that could impact cur future operating results and financial condition, see tze
section entit’ed “Risk Factors™ below.

2004 Acquisitions and Dispositions

In February 2004, we purchased all of the share capital of Concept Systems. The purchase price was
approximate'y $49.8 m'lion, consisting of $39.0 million in cash {(including acquisition costs) and 1.68 million
shares of ou- common steck valued at approximately $1C.8 million. We granted to certain Concept Systers
key employees inducemsrt stock options to purchase up te 365,000 shares of our common stock at an exercise
price of $6.42 per share (the then-current closing sales price per share on the NYSE). These options vest over
a four-year pericd. Corcept Systems was acquired as a par: of our strategy to develop solutions that integrese
data from multiple seismic sub-systems, including source, source control, positioning, and recording in lard,
towed streamer and sezbed environments.

In Junz 2004, we acquired all of the outs:anding capital stock of GXT. The purchase price was
approximately $152.5 millicn, comprised of $137.9 millicr in cask (including acquisition costs), and cur
assumntion of certain GXT stock options, whica now cepresent fully vested options to purchase up o
2.9 mi’lion shares of I/ common stock, and GXT indebtedness of approximately $6.1 million. We also issued
to certain GXT key employees inducement stock options to purchase up to 434,000 shares of our commeon
stock at an exercise price of $7.09 per share (the then-current closing sales price per share on the NYSZE)
vesting over a four-yea- period. We acquired GXT to further our strategy to expand the range of product and
service offerings we can previde to our custemers, and tc better penetrate new markets; we are now better
positicned to cffer a range of seismic imaging solu‘ions that integrate both seismic acquisition equipment ead
seismic imaging and dste processing services.

We furded the Cencept Systems acquisition from our cash on hand and proceeds from our $60.0 million
issuance of 5.5% convertisle senior notes in December 2003. Cash for the GXT acquisition was provided from
the proceeds of our Jure 2004 underwritten common stock offering of 22.9 million shares for $150.1 millior. in
net proceeds.

In December 2007, we announced that we hed sold 21 of the capital stock of Applied MEMS, Inc., our
wholly-owned subsidiary, to Colibrys Ltd., a privately-held Grm based in Switzerland. Applied MEMS
manu’actures micro-e_sctrc-mechanical-systems {MEMS) accelerometers used in our VectorSeis digital,
full-wave seismic senscrs, as well as products for applications that include test and measurement, earthquake
and structural monitoring and defense. In exchange for the stock of Applied MEMS, we received shares of
Colibrys ecuai to approximately 10% of the outstanding equity of Colibrys, and the right to designate one
member of the board of directors of Coliorys. To pretect our intellectual property rights, we retained
ownership of our MEMS intellectual property, and have iicensed that intellectual property to Colibrys on a
royalty-free basis. Adcitionally, we received preferential -ights to Colibrys’ MEMS technology for seismic
applications involving ratural resource extractior. We also entered into a five-year supply agreement with
Colibrys ard Anplied “MZMS, which requires them to supply us with the MEMS accelerometers used in our
VecterSeis sensors at ogreed prices that are consistent with market prices. We have agreed to provide App-ied
MEMS with transitio: services for a period of time.

Results of Operations

Year Endeé December 31, 2004 Compared to Year Ended December 31, 2003

Net Sales: Net sales of $247.3 million for “he year ended December 31, 2004 increased $97.3 miliion
compared o the corresponding period last year. Approximately 39% of this increase in net sales was primezrily
due to increases withir. our Ristorical Land and Marine Ir:aging Systems segments. Net sales within our Land
Imaging Systems segreat ‘ncieased $18.4 million to $126.0 millior. compared to the corresponding period of
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lzst year. The increase is primerily due to an increase in sales of our Sensor geophones. Our Marine Imaging
Systerss’ net szles increesed $:9.0 million to $54.7 million: compared to the segment’s net sales for 2003. The
ircrease was primarily due to sales revenues from our first VectorSeis Ocean-Bottom acquisition system
contract. Tetal VecierSels land and marine system saies were a combined $31 million in 2004, an approximate
$.0 miion incresss from the corresponding period last year; however, we fell short of our 2004 goal of

$40 nnillion,

o~

The remeining 5.% of our increase in net saies was due to our acquisitions of GXT and Concept Systems.
During the year ended December 31, 2004, GXT and Concept Systems contributed $44.3 million and
$14.8 million, respeciively, to cur net sales. For a further ¢iscussion of the acquisitions of GXT and Concept
Systers, see “2004 Acguisitions and Dispositions” above and Note 2 of Notes to Consolidated Financial

CXT :‘rccessmg revenues were negatively affected due io lower levels of spending by oil and gas

Siatements. CKT’s
companies in tae Cull of Mezico during the second half of 2004; however, GXT’s backlog has increased in the
first quarter ¢f 2005 compared to the fourth quarter of 2004, Also, certain multi-client data library projects
were celayed into 2005 <ue to International permitting issues.

ross Profit and Gross Frofit Percentage:  Gross profit of $71.6 million for the year ended December 31,

2004 increased by $43.8 millicn over our gross profit in 2003. Gross profit percentage for the year ended
scembper 37, 2004 was 23% compared to 19% in 20C3. The improvement in gross profit was driven mainly by
(1) contributicas frem Concest Systems, (ii) overall improvement in margins within our Marine Imaging
Systems segment and {35} follow-on sales of VectorSeis System Four land acquisition systems and the first
five sales of cur Systemn Feour Digital/ Analog land accuisiticn systems by our Land Imaging Systems segment.
Due tc an increase iz werranty expenses incurred on new products in the second half of 2004, we fell short of
our 2004 goa. cf gross mergirs in the low 30°s. Negatively impacting gross profits in 2003 was a $2.5 million
write-down ¢f cquinment asscciated with our first generation radio-based VectorSeis land acquisition system.

Research and Develfp weii: Research and deve‘mp“ﬁent expense of $19.6 million for the year ended
Decembzer 31, 2004 increesed $0.9 million compared {o the corresponding period last year. This increase is
principaily dus to our ccmsxt_w.s of GXT and Concept Systems in 2004, which together added $3.5 million to
our ressarch znd devzicomen? expenses. Exclucing these expenses for GXT and Concept Systems, our
researcn and cevelcnment exsenses decreased avproximately $2.6 million in 2004, primarily due to our
entering the comimerciziizaticn phase of certain of our new products. For a discussion of our significant
product research a=d Cdevelopment programs in 2005, see Item 1. “Business — Product Research and
Deveiczmen:.”

Merketing and Sales: Merketing and sales expense ¢f $23.8 million for the year ended December 31,
2004 increased §11.2 .._A__Vn cver 2003’s marketing and sales expense. The increase is primarily a result of the
acquisizions ¢f GX7 znd Corcept Systems, which together added $7.3 million to our marketing and sales
exoense. Exciuding these cxpeasss of GXT and Concept Systems, our sales and marketing expenses increased
approximately $3.9 miicn, primarily related to an increase in sales commissions resulting from an increase in
sales, an increzse in corserate marketing and advertising exvenses and expenses related to the opening of our
sales resresentietive ¢Zee in Moscow.,

General and ~dininistrative:  General and administrative expense of $29.7 million for the year ended
Decembzsr 31, 2004 increased $13.0 million compared to 2003’s level. The increase in general and
administrative exponse is related primarily to our Marine Imaging Systems’ $5.2 million provision for doubtful
accounts anc notes essccizted with our receivables due from LARGE. See further discussion at Note 3 of
Notes o Cors ollc’:‘.e Financial Statements. The -emaincer of the increase is primarily attributed to our
acquisitions of GX T ¢21< Concept Systems, which together added $4.0 million to our general and administra-
tive expenses, in zadiiicn to an increase in legal fees associated with various ongoing legal matters in the
ordinary course of cus’zess and ‘ees associated with the implementation of requirements under the Sarbanes-
Oxley Act of 2302,

Guin on Sale of Assess: Cain on sale of assets of $4.0 million for the year ended December 31, 2004
primariiy related to ths saies ¢f our Alvin, Texas manufacturing facility and an undeveloped tract of land
across from our hezdouarers in Stafford, Texas. Additioneily, $0.4 million of the gain on sale of assets relates
to our se.e of A: apr"c #EMS. For a further discussion of cur sale of Applied MEMS, see “2004 Acquisitions
and Diszositiczs” zaove and Nete 8 of Notes to Consolidaied Financial Statements.
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Impairmeni of Long-Lived Assets: Impairment of leng-lived assets of $1.1 million for the year ended
December 31, 2003 relztes to the cancellation of a solid streamer project within the Marine Imaging Systems
segment. As such, certzin assets were impaired and other related assets and costs were written off. There was
no coriparasle charge during the year ended December 32, 2004.

Net Interes: Experise:  Total net interest expense of $5.0 million for the year ended December 31, 2004
increased $2.8 million, compared to 2003. The increase is iargely due to the issuance of $60.0 millioa of our
convertible senior notes in December 2003. In addition, at December 31, 2004, GXT had $6.5 million of
indebtedness ouistanding under its equipmen? loans.

Fair Value Adjustment of Warrant Obligation: The fair value adjustment of warrant obligation totaling
$1.8 million in 2003 wes due to a charge in fair value between January 1, 2003 and December 10, 2003 of a
previously cutstanding common stock warrant. This warrant was exchanged for 125,000 shares of our common
stock in December 2003, and cancelled.

Impairiment of Investment: Impairment of investme=nt of $2.1 million for the year ended December 31,
2003 relatec to the write-down of our investment ‘n Energy Virtual Partners, Inc. (EVP) to its approximate
liquidation value of $1.0 mi.lion.

Income Tax Expense: Income ¢ax expense for the year ended December 31, 2004 was $0.7 million
compzred tc $C.3 million for the year ended December 31, 2003. Income tax expense for the yezr enced
December 31, 2003 refiected the effect of a $1.2 million federal tax refund. Excluding this refund, income *ax
expense for the years ended December 31, 2004 and 20C3 reflected only state and foreign taxes, since we
continue to maintain a valuation allowance for susstantially all of our net deferred tax assets.

Year Ended December 3:, 2003 Compared to Year Ended December 31, 2002

Net Sales:  Net sales cf $150.0 million for the year ended December 31, 2003 increased $31.5 million, or
27%, compered to the corresponding period last year. Lard Imaging System’s net sales increased $45.5 mil-
lion, or 73%, to $107.7 million compared to $62.2 million lzst year. The increase was due to an increase in land
seismic activity with our non-Western contractors, primar:iy in China and the CIS. Marine Imaging Systems’
net sales decreased $17.7 million, or 33%, to $35.7 millicn compared to $53.4 million last year. The decrease
was duae to continued cvercapacity and reduction in capita’ spending in the marine contractor market. AXIS’
net sa.es for the twelve months ended December 31, 2003 were $5.8 million compared to $2.2 million recorded
from the dete of acquisitior in July 2002 to the end of 2C02.

Gross Profit and Gross Profit Percentage: Gress proft of $27.8 million for the year ended December 31,
2003 increased $10.3 rillion, or 59%, compared to the corresponding period last year. Gross profit percentage
for the year enced Decamber 31, 2003 was 19% ccmpared to 15% for the year ended December 31, 2002, The
improvemext in gross orofit was driven mainly by volume improvements as well sales of our higher-margin
VectorSeis System Fcur land acquisition system which was commercialized in early 2003. Our gross profit
percentage for the year ended December 31, 2003 was negatively impacted in part due to a charge of
$2.5 million related o the write-down of equipment associate¢ with our first generation racio-based
VecterSeis land acquisition systems to its net rea’izable value, and inventory-related charges of $1.C million.
Inventory related charges for the year endec December 31, 2002 were $4.3 million.

Research and Development. Research and development expense of $18.7 million for the year ended
December 31, 2003 decreased $10.1 million, or 35%, compared to the corresponding period last year. This
decrease primarily refiects reduced staffing levels, the cancellation of our marine solid streamer project, the
entrance into the commercial phase of our VectorSeis System Four land acquisition system and a reduction of
rent expenss {primari'y associated with our vaczted Austin, Texas software development facility). For the
year ended December 31, 2002, we incurred cherges of $1.3 million relating to the closure of this faci’ity.
Included ir research and development expenses for the year ended December 31, 2003 is $0.4 millior: of
severance costs compared to $0.8 million for the yea- ended December 31, 2002. For the year ended
December 31, 2003, we incurred $0.2 million of expenses related to the cancellation of our solid streamer
project within our Mezrine Imaging Systems segrent.

Marketing and Sales: Marketing and sales expense of $12.6 million for the year ended December 31,
2003 increasec $1.3 millicn, or 12%. compared to the correspording period last year. The increase was
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primezily relatec to higner sales and commissions on sales and due to the opening of our sales representative
cffice in Beiling, Thina.

General and Administrative: General and administrative expense of $16.8 million for the year ended
December 31, 2003 decreased $3.0 million, or 15%, compared tc the corresponding period last year. The
decrezse in genera! and administrative expense was primarily attributable to reductions in personnel resulting
from cur 20C2 ard 2303 stafT reduction activities and a reduction in bad debt expense due to collections of
previcusly reserved roies recelvable of $0.5 million. This decrease was partially offset by $0.4 million of
moving costs zssccieted with vacating our Alvin, Texas facility as weli as the inclusion of AXIS, which we
acquired in July 2002, Includsd in general and admin’strative expenses are severance costs of $0.2 million and
$C.4 million for the years ended December 31, 2003 and 2002, respectively.

Impairment of Long-Lived Assets: Impairment of long-lived assets of $1.1 million for the year ended
December 32, 2C03 reletes to the cancellation of our sclid streamer project within our Marine Imaging
Systerzs segment n the first guarter of 2003, Impairment of long-lived assets of $6.3 million for the year
ended December 31, 2002 primarily relates to the impairment of our Alvin, Texas manufacturing facility, the
impairment ¢f tre leasshold mprovements of cur Norwich, U.K. geophone stringing facility and certain
relate¢ marnufaciuring equinment of both facilities. These impairment charges were triggered by the
anrounced cicsure cf the facilities.

Coodwill Impairment:  Goodwill impairment of $15.1 million for the year ended December 31, 2002
relates to the impeirment of goodwill of the former anzlog land products reporting unit. There was no
corresponding cherge <uring the year ended December 31, 2003.

Net Interest Expense:  Total net interest expense of $2.2 million for the year ended December 31, 2003
increased $1.3 millica compared to the corresponding period last year. Interest expense increased primarily
due tc the issuance of the $31.0 million promisscry note to SCF — IV, L.P. in August 2002, which in May
2003 we repa’d $15.C miilion in principal. In December 2803, a portion of the proceeds from the issuance of
our convertizis sgnicr notes was used to repay in fuii the $16.0 million remaining SCF debt.

Fair Value £djusiment and Exchange of Warrant Obligation:  The fair value adjustment and exchange
of our warrent oblgetion toteling $1.8 million was due to 2 change in the fair value between January 1, 2003
ang Dzcembser 13, 2203 of our common stock werrant we had issued to SCF. On December 10, 2003, we
exchanged the warrant for 125,000 shares of our commoen stock, which we issued to SCF. A fair value

adjustrment ¢ $3.3 mii’’cn wes recorded for the year ended December 31, 2002.

Income Tax Expense: “ncome tax expense for the year ended December 31, 2003 was $0.3 million
compared to §56.8 milicn for the year ended December 31, 2002. Income tax expense for the year ended
December 37, 2023 refiects $1.5 million of state and foreign taxes as we continue to maintain a full valuation
aillowance for our net deferred tax assets, partially offset by federal tax refunds of $1.2 million. In the second
quarter of 2002, we Zegen to {ully reserve for our net deferred tax assets, which resulted in a net charge to
income tax exnerse cf $58.8 =illion during that period.

Preferved Sicck Dividend: Preferred stock dividend of $0.9 million for the year ended December 31,
2302 was relzted to cur previcusly outstanding Series B and Series C Preferred Stock. We repurchased the
preferred steeix on August 6, 2002 and, as a result, there were no preferred stock dividends for the year ended
Decerzoer 31, 2003, Tae nreferred stock dividend for the year ended December 31, 2002 includes a preferred
stock dividend crecit of $2.5 million, which represents the difference between the fair value of the
consideration grante< to the aolder and our carrying value of the preferred stock at the time of the repurchase.

Liquidity and Caiitel Eesource

In June 22C4, veo issued 22,928,700 shares of our common stock at a price to the public of $7.00 per share
resulting in proceeds, net of “ses, of $150.1 million. Approximately $137.9 million of the proceeds from this
equity offerizg were usec to furnd our acquisition ¢ GXT, with the remainder of the proceeds being retained to

fund our ongeing opsrational requirements. Also, in Fepruary of 2004, we purchased Concept Systems for

fund the Concept Sysiems accuisition were the result of the sale of $60.0 million of 5.5% convertible senior
notes “hat we issuel in December 2003, These nctes mature in 2008 and are convertible into our common
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stock a: any {ime prior ‘o their maturity at an initial conversion rate of 231.4815 shares per $1,000 principal
amount (a cenversion price of $4.32), which represents 13,888,890 total common shares.

In February 2005, -we issued to Fletcher Interrational, Ltd. (Fletcher), an affiliate of private investment
firm Fietcher Asset Management, Inc., 30,000 shares of a newly designated Series D-1 Cumulative
Convertible Preferred Stock (Series D-1 Preferred Stock) in a privately-negotiated transaction and received
$30 million in proceeds. We intend to use the proceeds from the issuance of the Series D-1 Preferred Stock for
general corporate purpcses, including working capital anc for potential business opportunities. We Lave ro
present comrmitment o- ongoing negotiations with respect to any potential acquisition. The Series D-1
Preferred Steck may be cenverted, at the holder’s election, into up to 3,812,428 shares of our common stocx,
subject to adiustment, 2% en initial conversion price of $7.869 per share, also subject to adjustment in certain
events.

We alsc granted Fletcher the right, commencing August 16, 2005 and expiring on February 16, 20C8
(subject to extension), to purchase up to an additional 40,000 shares of one or more additional series of
Series D Preferred Stock, having similar terms and conditicns as the Series D-1 Preferred Stock, and having a
conversion price equal t¢ 122% of the prevailing market price of cur common stock at the time of its issuance,
but not less than $6.31 -»er share (subject to adjusiment ir certain events).

Tte follewing table skows our capitalization (dollars ir thousands) as of December 31, 2004 on an actual
basis and on a pro formz basis to reflect the issuance by us of 30,000 shares of Series D-1 Preferred Stock for
$30.0 millior.

December 31, 2004

Actual Pro Forma
(unaudited)
Cesh and cash equivalents .......... ... i, $ 14935 § 44,935
Leng-term debt, net of current maturities:
5.50% Convertib.e Senior Notes due 2008 . ...................... $ 60,000 § 60,000
Other long-term debt. ... .. o 19,387 19,387
Series D-1 Cumulzative Convertible Preferred Stock, $0.01 par value,
authorized, issued and outstanding: 30,000 shares ................. — 30,000
Stockhoiders’ equity:
Common stock, $6.01 par value; authcrized: 100,060,000 shares;
issued and ou’standing: 78,561,675 shares actual, net of treasury
STOCK Lot e 795 795
Additionzl paid-in capital ......... ... . 480,845 480,845
Accumulated deficit. ... ... . . (161,516)  (161,516)
Accumulated ot~er comprehensive income .. ........... ... ..., .. 2,449 2,449
Treasury stock, zt cost, 784,009 shares ............... . (5,844) (5,844)
Unamortized res:ricted stock compensation ...................... (2,217) (2,217)
Total stockholders” equity . ... vvv it e 314,512 314,512
Total capitellzation .. ... ... .. it $ 393,899 $ 423,899

Tke issuance of the Series D-1 Preferred Stock resuited from our evaluation that began in late 2004 of
our long-term and short-term capital needs. In conrection with our assessment of 2004’s results of operations,
we evaluated the working capital required to manufacture certain of our sophisticated VectorSeis systems,
projections of our shori-term and long-term working capital requirements, the potential for unanticipated
delays in the adoption of new technologies, certain -esearch and development opportunities and market trends
in the seismic industry, and determined that an in‘usion of additional long-term capital would be desirable.

We are currently pursuing a revolving line of credit o- similar short-term debt financing source for our
working capital requirerents. We believe that our cbtaining additional long-term capital through the issuance
of the Series D-1 Prefer-ed Stock will assist us in obtaining more favorable terms for a revolving line of credit.
We car: give no assurances as to whether a revolving line of credit or similar type of working capital facility w:il
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be obtzined, znd if sc, whether the terms of such a line of credit or other capital facility will be on terms
advantageous to us, or whetrer the amounts availadle for borrowing will be sufficient for our purposes.
However, basec upon our forecasts and our liquidity requirements for the near term, we currently believe that
the cc:’:bma’::c cicu *J*OJecs”‘ internally generatec cash and our working capital (including cash and cash
ecuivalents cn hard}, will be adequate to meet our anticipated capital and liquidity requirements for the next
twelve mont?s.

Cash Flow frem Ogpzrations

We have hisic-icaily Ananced operations from internelly generated cash and funds from equity and debt
firancings. Cash “?f“ casn ec;.valents were $14.9 million at December 31, 2004, a decrease of $44.6 million,
compared to December 31, 2003, Net cash used in operzting activities was $20.0 million for the year ended

December 37, 2C34, w“:parc: to cash used in operating activities of $33.1 million for the year ended
December 31, 2003, T2e net cash used in our opereting activities for the year ended December 31, 2004 was
primarily caused 5y increzses in our receivabies, w‘nch was due to our increase in sales during 2004, and an
increass in jmvenicry cue o cur forecasted increase in szles during the near term. Offsetting the increase in
receivesles e inveniory was a corresponding i Increase in zccounts payable and accrued expenses, also due to
increased actuzi and profected sales activity, as well as improvements in operating results in 2004 compared to
2003.

We have ‘rac’tionelly furnded our working capital recuirements from internally generated cash from sales

ard ecuity infusicns. Gur woriding capital requirements have grown in recent periods, due to the increasing

predorinance of cur saies to non-U.S. customers {which have longer collection cycles than sales to domestic

cusmmers), me increasing cest and complexity of cur new products {such as our VectorSeis Ocean system),

the ad<ition of GX 7 and Corneent Systems and treir special working capital requirements, the trend toward

longer _zad times for cur cusiomers’ adoption of new techrologies (including our new technologies) and the
further researc: anc development opportunities that the new technologies present.

Cash Fiow from ‘nvesting Activities

Net cash Acw uss<C in investing activities was $173.7 million for the year ended December 31, 2004,
compared to $7.5 milicon for the year ended December 31, 2003. The principal investing activity was related to
our purchases of GXT and Concept Systems. See Note 2 of Notes to Consolidated Financial Statements.
During the year enced Decermbver 31, 2004, we so.d excess property and equipment for net proceeds of
$4.8 milion, most o ...ca related to our Alvin, Texas facility and undeveloped land located across from our
headguarters iz s.aw rd, Texes. Also, we received payment in full on a $5.8 million note receivable that
related o the sale of a subsiciary in 1999. We made capital expenditures of $5.0 million for equipment
purcheses and invested $4.2 million in our multi-cilent date library during the year ended December 31, 2004,
We expect ic spend 22 estimeted $10 million for equipment and other capital expenditures in 2005. We also
expect ‘0 spend an estimeted $2C million for data acquisition costs for GXT’s multi-client data library in 2005.

Cash Fiow from Firznciag Activities

Net casz dew previded oy financing activities was §149.1 million for the year ended December 31, 2004,
comparad to $21.2 l.micn for the year ended December 31, 2003. This net cash flow primarily represented
$250.¢ millicz of nist zroceeds from our underwritten equity offering ‘n June 2004. Also, during the year ended
December 32, 2004 we _,iade scheduled payments of $6.3 million on our notes payable, long-term debt and
lease chligaticns, and employees exercised stock options resulting in proceeds to us of $5.5 million.

Inflation and Seaconaiity

Irflation i recent years ras not had a material effect en our costs of goods or labor, or the prices for our
procucs or services. Over the years, our business has grown to becorme more seasonal, with strongest demand
typicaily in cur fizst 2=d fourth quarters, and weaicest demand typically in the second and third quarters of our
fiscal vear. Addifenaly, GXT's imaging services are typically slower in the third quarter of each calendar
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year. This seasonality is primarily attributable to the typica. budgetary cycles of our seismic contractor and cil
and gas company customers.

Future Contractual Obligations

The foliowing table sets forth estimates of future payments for 2005 through 2010, and thereafter, of cur
consolidated contractuel obligations, as of December 31, 2004 {(in thousands):

Payments Due by Fiscal Year

2010 and
Contraciual Otligations Total 2005 2006 2007 2008 2009 “hereafter
Long-term debt obligatioas........ $ 79,475 $ 2808 $ 1,470 $ 1,610 $61,763 $ 2,049 $ 9,775
Interest on iong-term cebt
obligations . .. ................. 21,457 4,908 4,756 4,617 4,464 995 1,727
Capital lease obligations .......... 7,021 4,134 2,141 746 — — —
Operating leases . ................ 13,723 4,27¢ 2,914 1,699 768 651 34:2
Product warranty ............. ... 3,832 3,832 — — — — —
Purchese ob:igations ............. 62,059 31,958 7,353 7,958 7,395 7,395 —
Total .......................... $187,567 §51,91¢ $18,634 $16,630 $74,390 $11,090 $14,904

Tae long-term dedt and capital lease obligations 2¢ December 31, 2004 included $60.0 million in
indebtedness under our convertible senior nctes tiat maiure in December 2008. The remaining amount of
these obligations consis: of (i) $0.7 million in unsecured s-omissory notes related to our acquisition of AXIS
in 2002, (ii} $1.0 millicn of ‘nsurance costs we finenced th-ough short-term notes payable, (iii) $17.8 million
related to the sale/leassback arrangement housing our cerporate headquarters, our Land Imaging Systems
division and our sublezsed MEMS facility in StaTord, and (iv) $7.0 million related to equipment loans of
GXT. For further discussion of our notes payable, cng-term debt and lease obligations, see Note 12 of Nozes
to Consolidated Financial Statements.

The operating lease commitments at December 31, 2004 reizte to our leases for certain equipment,
offices, and warehouse space under non-cancelable operating leases.

Tae liability for preduct warranties at December 31, 2004 relate to the estimated future warrarty
expencitures associatec. with our products. Our warranty sericds gernerally range from 90 days to thrse yeers
from the date of origine. purchase, depending on the product. We record an accrual for product warranties and
other contingencies at tae time of sale, which is when the estimated future expenditures associated with thcse
contingencies become prebavle and the amounts can be reasonably estimated.

Our purchase obligatiors in 2005 primarily relate to ciar committed inventory purchase orders fer which
deliveries are schedulec to be made in 2005. As further ciscussed at “2004 Acquisitions and Dispcsitions”
above and Note 8 of Notes te Consolidated Financial Statements, we entered into a five-year supply agreement
for the purchase of MEMS accelerometers. The five-year minimum commitment ranges between $7 millicn
to $8 million per year “hrough 2009.

Critical Accounting Pclicies and Estimates

The preparation of consolidated financial statements n. conformity with generally accepted accounting
principles i the United States of Americe requires meznagement to make choices between acceptable
methods of accounting and to use judgment in making estimates 2nd assumptions that affect the reported
amounts of assets and _iabilities, disclosure cf cortingent assets anc liabilities and the reported amounts of
revenue and expenses. The following accounting policies zre based on, among other things, judgments and
assumptions made by management that include inzerent risk and uncertainties. Management's estimates zre
based on the relevant ir‘ormation available at the exd of each period. We believe that all of the judgments aad
estimates used to prepare our financial statements were reasonzble at the time we made them, but
circumstances may change requiring us to revise our estimetes in ways that could be materially adverse to cur
results of operations ard financial condition. Managemen: has discussed these critical accounting estimates
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wita i1z Auait Committee of cur Board of Directors and the Audit Committee has reviewed the Company’s
disclosures relating to the estimates in this Management’s Discussicn and Analysis.

[

Revenue Recognition and Product Warranty — Revenue is derived from the sale of data acquisition
systers anc ciher seismic equipment as well as from imaging services. For the sales of data acquisition
systems, we “ocliow the requirements of SCP 97-2 “Software Revenue Recognition,” and recognize
revenue when tae system is delivered to the customer and risk of ownership has passed to the customer,
o, in the limited case where a customer acceptance clause exists in the contract, the later of delivery or
when customer acceptance is obtained. For the sales of other seismic equipment, we recognize revenue
when ine equipment is shipped and risk of ownership has passed to the customer.

Revenues itom al services are recognized when persuasive evidence of an arrangement exists, the price
s fixec or determinable and collectibility is reascnably assured. Revenues from contract services
serformed on a dey-rate basis are recognized as the service is performed. Revenues from other contract

ervicss, inciv<ing pre-funded multi-client surveys, are recognized as the seismic data is acquired
and/cr vrecesssc on a proportionate basis as work is performed. Multi-client data surveys are licensed
or solc to customers on a non-transferable basis. Revenues on completed multi-client data surveys are
~zeognized upon obtaining a signed licensing agreement and providing customers access to such data.

We ccnsider the propertionate basis to be the most reliable and representative measure of progress on
contract services. At initietion of a project, we perform a detailed analysis of the estimated costs and
duration of the project. As work progresses we assess the proportionate basis by comparing the actual
srogress, waich is based upon costs incurred and work performed to date, to the estimated progress of
the preject. Accordingly, changes in job performance, job conditions, estimated profitability, contract
crice, cost estimeates, and 2vailability of human and computer resources are reviewed periodically as the
work wregresses end revisions to the proportionate basis are refiecied in the accounting peried in which
<ae facts taet recuire such adjustments become known. Losses on contracts are recognized during the
zeriod in which the loss Grst becomes probable and can be reasonably estimated.

When szpzrate elements such as a data acguisition system, other seismic equipment and/or imaging
services arc contzined in a single sales arrangement, or in related arrangements with the same
customer, we eliccate revenue to each eiement besed on its relative fair value, provided that such
glement meets the criter’a for treatment as a separate unit of accounting. The price charged when the
ciement is soid semeraseiy generally determines fair value. We limit the amount of revenue recognition
for delivered elements to the amount that is not contingent on the future delivery of products or
services. We gernerally <o not grant return or refund privileges to our customers.

We generzlly wasrznt that manufactured equipment will be free from defects in workmanship, material
and paris, Werrenty periods generally range from 90 days to three years from the date of original
zurchase, dspending on the product. At the time of sale, we record an accrual for product warranties
and other contingencies, which is when estimated future expenditures associated with such contingen-
cles ars preteasie, and the amounts can be reascnably estimated. However, new information may
tecome aveilzhie, or circumstances (such as appilicable laws and regulations) may change, thereby
resultizg In en increase or decrease in the amount required to be accrued for such matters (and

therefore a dacrease cr increase in reported net income in the period of such change).

Goodwill cnd Other [ntangible Assets — On january 1, 2002, we adopted Statement of Financial
rg Stendards {SFAS) No. 142 “Goodwill and Other Intangible Assets.” Goodwill must be
tested Cor impeirment on an annual basis. We completed our impairment testing as of December 31,
2004 and determinec that there were no impairment losses related to goodwill. In making this
zssessmment we rely on a number of facters including operating results, business plans, internal and
external economic projections, anticipated future cash flows and external market data. If these
estime‘es or releted projections change in the future, we may be required to record impairment
charges.

For pumcses of nerforming the impairment test for goodwill as required by SFAS No. 142 we
zstablighed the folowing reporting units: Lanc “meging Systems, Sensor Geophone, Marine Imaging

—

Systeins, Dzta Management Solutions and Seismic Imaging Solutions. To determine the fair value of
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our reporting units, we use a discounted future returns valuation method. If we had established
diffe-ert reporting urits or utilized differen: veluziion methodologies, the impairment test results could
diffe-.

SFAS No. 142 requires us to compare the air vaiue of our reporting units to their carrying amount on
an annuzl basis tc determine if there is potential gcodwil: impairment. If the fair value of the reporting
unit ‘s less than its carrying value, an impai-ment css is recorded to the extent that the fair value of the
goocdwil! within tke reporting units is less ‘han its carrying value.

Our intangible zssets other than goodwill related tc computer software, proprietary technology, patents,
customer list, custorier relationships, tradz names and non-compete agreements that are a-mortized
over the estima’ed periods of benefit (ranging from 2 to 18 years). We review the carrying values of
these intangible assets for impairment if events or changes in the facts and circumstances indicate taat
their carrying value may not be recoverabie. Any ‘mpairmenat determined is recorded in the current
period and is meeasured by comparing the fair vaite of the related asset to its carrying value.

* Multi-Client Data Library — The mucti-client daiz library censists of seismic surveys that are offered
for l’censing to customers on a nonexclus’ve basis. The capitalized costs include costs paid to third
parties for the 2cquisition of data and relaed activities associated with the data creation actvity zad
direct internal precessing costs, such as sa’aries, benefits, computer-related expenses, and otaer ccests
incurred for seismic data project design and management. For the year ended December 31, 2004, we
capitalized, as pzrt of our multi-client data librery, approximately $2.0 million of direct internal
processing costs.

During the acquisition and processing phese, we zmortize costs using the percentage of actual pre-
funding revenue to the total estimated revenue multiplied by the estimated total cost of the project.
Once a multi-cl’ent cata library is available for commercial sale, we amortize the remaining costs us’ng
the greater of (i) the percentage of zctua’ revenue to the total estimated revenue muitiplied by the
estimated total cost cf the remaining project or (ii} a straight-line basis over the useful economic life of
the data. The streight-line amortization period for 2-D projects is two years and three years for 3-D
projects.

We estimate the ultimate revenue expectec to be derivec from a particular seismic data survey over its
estimated usef:l economic life to cetermine the costs tc amortize, if greater than straight-lne
amortizetion. Tazt estimate is made by us at the project’s initiation and is reviewed and updated
pericdically. If, during any such review aad upcaie, we deiermine that the ultimate revenue for a
survey is expected to be less than the original estimate of total revenue for such survey, we increase “he
amortizetion ra‘e attributable to future revenue frem such sucvey. In addition, in connection with such
reviews and upda‘es, we evaluate the recoverabiiity cf the multi-client data library, and if required
under SFAS No. 144 “Accounting for the Tmpairmient and Disposal of Long-Lived Assets,” record an
impeirment cherge with respect to such deta.

o Accounts and Noies Receivable Collectibility — We consider current information and circumstances
rega~ding our cusiomers’ ability to repay their oblgations, such as the length of time the receivasle
balance is outsiarding, the customers’s crzdit wer:hiness ard historical experience, and corsider an
acceunt or note impaired when it is probatie that we will be uneble to collect all amounts due. When
we consider an account or note as im»aired, we measure the amount of the impairment based on “he
present value of expected future cash flows or the fair value of collateral. We include impairment losses
(recoveries) in our allowance for doudtful accoun:s and notes through an increase (decrease) in bad
debt expense. See further discussion of cur note receivable balances and our $5.2 million rese-ve
related to amounts cutstanding owed to us by LARGE at “— Credit Risks” and Note 3 of Notes to
Consolidated Financial Statements.

We recerd interest income on investments in notes receivable on the accrual basis of accounting. We
do net accrue irterest on impaired loans whkere colisction of interest according to the coatractual terms
is considered dcubtful. Among the factors we consider in meking an evaluation of the collectibility of
interest are: (i) the status of the loan, (ii) the fair value of the underlying collateral, ((ii) the financial
condition of the borrower and {iv) anticipated fuiure events,
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o Stock-Zased Compensation — We have elected to continue to follow the intrinsic value method of
accouniing “or eovity-sased compensation as prescribed by APB Opinion No. 25. If we had adopted
SFAS No. 123, net loss, basic and diluted iess per common share for the periods presented weuld have
seen increzsed as follows {in thousands, except per share amounts):

Years Ended December 31,

2004 2003 2002

Net lcss anpliceble to common shares .. ................ $(2,979) $(23,152) $(119,672)
Add: "“oc"\ tesec emplcyee compensaticn expense

inciuced in ,eccrted loss applicable to common shares . . 1,720 (222) 417
Jeduct: Stcck-tesed employee compensation expense

determireg under {eir velue methods for all awerds . .. .. (5,040) {2,463) (3,531)
IO A 18T 088 . o i e $(6,299) $(25,837) $(122,786)
3asic exd dilnted loss per common share — as reperted ... § {0.05) $§ (045) $  (2.35)

>70 ferma basic and ciluted loss per common share .. .. .. $ (0.10) $§ (050) $ (24D
The ghcve amounts are based on Black-Scholes valuation model variables of an average risk free

‘nierest raic 2osed on S-year Treasury bonds, an estimated option term of five years, no dividends and
expeciel price ve:alility of 60% during the years enced December 31, 2004, 2003 and 2002. We have
not ye! cetermined whetner we will continue o use tiie Black-Scholes valuation method or use another
methed in zccounting for our equity-basea compensation after we adopt SFAS No. 123R at the
seginning of (ne third quarter of 2005,

Recent Accourniing Zronsuncaments

In January 2003, ihe Financial Accounting Siancards Board (FASB) issued FIN No. 46, “Consolidation
of Variable [nizrest Zutities, an Tnterpretation of ARB No. 517. The primary objective of the interpretation is
to provide guidance ¢ tne identification of and financial reporting for entities over which control is achieved
through means o:her than veling rights; such entities ere known as variable-interest entities (VIEs).
FIN Nc. 46 *“ov Zzs guidance that determines {a) whether consolidation is required under the “controlling
financiz! interest” mecsl of Accounting Research Bulietin WNo. 51, “Consolidated Financial Statements,”
other existing avizoritative guidance, or, alternatively, {(b) whether the variable-interest model under
FIN No. 46 s'*ou"c- oe usec to eccount for existing and new entities. Zn December 2003, the FASB completed
deiberztions ¢f prezesed modifcations to FIN 46 (FIN 45-R) resulting in multiple effective dates based on
the rature as ws L zs creetion cate of the VIE. FIN No. 44, as revised, has been adopted by us and did not
have ar impact on cur results ef operations or financial pcsition.

In Decembner 2023, cne SEC issued Staff Acccunting Bulletin (SAB) No. 104, “Revenue Recognition”,
which superssces SA3 MNe. 101, "Revenue Reccgnition in Financial Statements.” SAB No. 104’s primary
purpose is to rescing acccuntng guidance contained in SAB No. 101 related to multiple element revenue
arrengements, which was suserseded as a result of the issuance of EITF 00-21, “Accounting for Revenue
Arrangements with 1£uliiple Deliverables.” While {he worging of SAB No. 104 has changed to reflect the
issuance of EXTF €C-21, the revenue recognition principles of SAB No. 101 remain largely unchanged by the
issuance of SAR Mo, 104, The adoption of SAB No. 104 did not have a material effect on our results of
operaticas or Snarciel pesiticn.

In March 2204, “he FASE issued EITF Issue MNo. 03-1, “The Meaning of Other-Than-Temporary
Impairment and Tis Application to Certain Invesimenis” which provides new guidance for assessing
impairment losses on <et and eouity investments. Acdditionally, EITF Issue No. 03-1 included new disclosure
requirements “cr lavestments that are deemed to be temporarily impaired. In September 2004, the FASB
delayed the zocounti~g vrovisiens of EITF Issve No. 03-1; however, the disclosure requirements remain
effectivs ana ~ave zoen zdopied for the Company’s year ended December 31, 2004. We will evaluate the
effect, if any, ¢ 2.7~ issue No. 03-1 when fina’ guidance is released.
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Ir November 20C4, the FASB issued SFAS No. 151, “Inventory Costs — An amendment of ARB
No. 43, Chapter 4,” which requires that abnormal amounts of idle facility expense, freight, handling costs axd
spoilage should be expensed as incurred and rot inciuded in overhead, and that allocation of fixed preduction
overheads tc conversior. costs should be based on normai capacity of the production facilities. The provisicns
in SFAS Ne. 151 are efective for inventory costs incurre during fiscal years beginning after June 15, 2005.
We do not believe thzt the adoption of SFAS No. 157 will have a significant impact on our financial
statements.

Ir. December 2024, the FASB issued SFAS Nc. 123 (revised 2004) “Share-Based Payment”
(SFAS 123R), which replaces SFAS No. 123 “dccounting for Stock-Based Compensation” (SFAS 123) and
supersedes APB Opinicn No. 25 “Accounting for Stock Issued to Employees.” SFAS 123R requires al share-
based payments to emnloyees, including grarts of employee stcck options, to be recognized in the financial
statements tased on their fzir values, beginning with the frst interim or annual period after June 15, 20035,
with early adoption encouraged. The pro forma disclosures previously permitted under SFAS 123 will zo
longer be ar alternative to financial statement reccgnition. We are required to adopt SFAS 123R effective as
of the quarter beginning July 1, 2005. Under SFAS 123R, we must determine the appropriate fair value model
to be used for valuing share-based payments, the amc-tization method for compensation cost and the
transition methed to be usec at date of adoption. The trazsition methods include prospective and retroactive
adoption options. Unde- tae retroactive options, prior pericds may be restated either as of the beginnirg of the
year of adoption or for al! periods presented. The prospective method requires that compensation expense be
recorded for all unvested stock options and restricted stock at the beginring of the first quarter of adoption of
SFAS 123R, wtile the re‘roactive methods would record compensation expense for all unvested stock opticns
and restricted stock begirning with the first period restatec. We are currently evaluating the requirements of
SFAS 123R and expect “hat the adoption of SFAS 123R will have a material impact on our consolidated
results of operations and earnings per share. We have not yet determined the method of adoption or the effect
of adopting SFAS 123R, anc have not determined whether the adoption will result in amounts that are simi_ar
to the currexat pro forma disclosures under SFAS 123,

Credit Risk

Historically, our principal customers have been seismic contractors that operate seismic data acquisition
systems and related equipment to collect data in eccordance with their customers’ specifications or for their
own seismic data librar’zs. However, through the acquisitic= of GXT, we have diversified our customer base to
include major integrated and independent oil and gas companies. For the years ended December 31, 2004 and
2003, approximately 15% ard 28%, respectively, of our consolidated net sales were equipment sales to one
Chinese cusiomer. The lcss of this customer or de‘erioraticn in our relationship with it could have a material
adverse effect o2 our results of operations and financial ceondition.

At December 31, 2003, approximately $11.9 million ¢ our total notes receivable and accounts receivable
related to one customer, Laboratory of Regional Geodynemics, Limited (LARGE), a subsidiary ¢f Yukos
which experienced financial difficulty during 2004. These notes and accounts receivable related to sales axd
leases of our equipmen: that we had entered into with LARGE in late 2001 through early 2003. During 2004,
LARCE became delinguent in payment of all of its existing indebtedness owed to us and over the course of
2004, we attemnoted tc renegotiate the terms of “hese notes with LARGE and potentiai new investors in
LARCE. Ir Septembe: 2004 we established a reserve of $3.2 million related to the LARGE accounts and
notes receivables.

I Octcber 2004, LARGE recorveyed certzin of t:e purchasec equipment to us in exchange for a
reduction in the total amounts outstanding owed by LARGE. As a result, we reclassified approximately
$5.0 millior of LARGE notes receivable indebtedness, net of allowance for doubtful notes, to our ren:al
equipment. Certain of our other cusiomers agreed to lcase or purchase this repossessed equipment. In
December 2004, LARGE filed for insclvency liquidation preceedings in the United Kingdom. The remaining
outstanding notes receivable balance, net of allowance for coubtful notes, with LARGE was $2.1 million as of
December 31, 2004, which represents the estimated fair market value of equipment that we have recovered
from LARCE but for wkich title remains in dispute pencing the resolution of the LARGE liquidation, less
estimated refurtishmert costs.
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Ir 2004, we soid our first VectorSeis Ocean-based system for seabed data acquisition. A portion of the
purcaase was fnznced by us tarough a series of notes receivable. During 2004, this system experienced
urnexpected werraniy issues caushng the customer to celay its deployment of this system. As a result of these
issues, t1e custemer has delayed payments under the notes. The outstanding balance of the notes and accounts
receivadie due {rom {his custemer at December 31, 2604 was $10.0 million. We expect to be paid all amounts
due in Al once the issues have been resolved. Therefore, no allowance has been established for this customer.

Fer the year exded December 31, 2004, we recognized $26.1 million of sales to customers in the
Commonwez:ta of -::scﬂde:i States, or former Soviet Union (CIS), $13.7 million of sales to customers in
Lztin Americax count-ies, $45.1 million of sales to customers in Europe, $16.9 million of sales to customers in
the Middle Eest, $53.4 miilicn cf sales to customers in Asia Pacific and $25.3 million of sales to customers in
Africa. The malority of cur foreign sales are denominated in U.S. dollars. In recent years, the CIS, and certain
Lc.t n Americen ccn:ttes have experienced ecororiic probiems and uncertainties. To the extent that world

vents or eccaomic conditions negatively affect our future seles to customers in these and other regions of the
world cr the cc-lec‘t:oAt‘y of our existing receivables, our future results of operations, liquidity and financial
coerdition may oe adverseiy affected. We currently reguire customers in these higher risk countries to provide
their own financing 2a< in some cases assist the customer in organizing international financing and Export-
Import credit gueraniees nrovided by the United States government. We do not currently extend long-term
credit tarough netes or ¢iherwise to companies in countries we consider to be inappropriate credit risk.

Certain Relationsizs 22d Relzted Party Transacions

Ox March 31, 2823, we arnounced that we had appointed Robert P. Peebler as our president and chief
execuuvv officer. Iz April 2003, we invested $3.0 million in preferred securities of Energy Virtual Partners,
Inc. and its efiliated cemsoration (EVP) for approximately 22% of the outstanding ownership interests and
12% of the c:;staﬂd'rc voung interests. EVP had been formed in 2C01 to provide asset management services
to large oil 2nd gas companies. Mr. Peebler hac founded EVP and had served as its president and chief
executive officer until kis joining us in March 20C3. Mr, Peebler had continued to serve as the Chairman of
EVP ar 1d h@ 2 25% cwnership interest in EVP Urnder Mr. Peebler’s employment agreement with us, he was

During he s*‘c'\:r. anarter of 2003, EVP failed to close two anticipated asset management agreements,
which resulted in TVP's management re- eva]uamg its business model and adequacy of capital. During
Augus: 2003, the mﬂ-d of dirsctors of EVP voted to liquidate EVP. For that reason, we wrote our investment
down 1o its azproximess Hquidation value of $1.0 million. Mr. Peebler offered, and we agreed, that all proceeds
Mr. Pecbler received from tze liquidation of EV® were to be paid to us. In December 2003, we received
licuidation pzyments of $0.7 million from EVP and $C.1 million from Mr. Peebler. In March 2004, we
received fina: Jquidation nayments of $0.1 million from ZVP and $0.0! million from Mr. Peebler.

James .. Lepeyre, Jr. is chairman of our board of directors and beneficial owner of approximately 1.2%
of our cutstanxding common steck as of February 20, 2005, He is also the chairman and a significant equity
owner ¢f Laitmam, =.2..C. (Leiiram) and has served as president of Laitram and its predecessors since 1989.
Laitrem is & privetely-owned, New Orleans-based manufacturer of food processing equipment and modular
cenveyer be:ts Mr. _apeyre and Laitram together owned approximately 10.7% of our outstanding common
steck as of Februvary 20, 20035.

We acquired DigiCourse, Inc., our marine positicning products business, from Laitram in 1998 and have
renamed it /0 M ":._4 Systems, Inc. In conrection wita that acquisition, we entered into a Continued
Services Agreement with Leaitzam under which Laitram agreed to provide us certain accounting, software,
manufzeturing and maintenance services. Manufacturing services consist primarily of machining of parts for
our merine zesiticning g systems. The term of this agreement expired in September 2001 but we continue to
operate under its terms. In addition, when we have requested, the legal staff of Laitram has advised us on
ceriain intei:sctua: property maiters with regarc to our marine positioning systems. During 2004, we paid
Laisrem a tetel of a3 "om”nateiy $1,823,970, whcn cons ‘sted of approximately $1,166,700 for manufacturing
services, $623,270 for reat and other pass-through third party facilities charges, and $34,000 for other services.
For the 2003 2ac 2002 Zscal years, we paid Lamal z total of approximately $1.17 million and $1.9 million,
respectively, for these services. In the opinion of our management, the terms of these services are fair and
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reasonable 2nd as favorable to us as those that could have been obtained from unrelated third parties at tae
time of thei~ pe-forma-ce.

Risk Factors

Tais rezort contairs statements cencerning our future results and performance and other matters that ar
“forward-locking” statements within the meaning of Section 27A of the Securities Act of 1933, as amenced
(the Securities Act), e1c Section 21E of the Securities Exchange Act of 1934, as amended (the Excharge
Act). These statements irvolve known and urknown risks, uncertainties, and other factors tha: may cause cur
or our industry’s results, levels of activity, performance, o- achievements to be materially different from any
future results, ievels of activity, performance, or achievements expressed or implied by such forward-looking
statements. In some cases, you can identify forward-iooking statements by terminology such as “may,” “will,”
“should,” “intend,” “expect,” “plan,” “anticipate,” “be:ieve,” “estmate,” “predict,” “potential,” or “con-
tinue” or the regative of such terms or other comparable terminology.

LIS [R T3

Exampes of other forward-looking statements contaized in this report include statements regarding:
+ expectations of successfully marketing our products and services to oil and gas company end-users;

« anticipated timing ard success of commercializaticn and capabilities of products and services uncer
development, ard start-up costs associated therewi‘h;

+ our expected revenues, operatirg profit anc net income;

 future growth rztes and margins for certair of our nroducts and services;
« future levels of capital expenditures;

* possible future zcquisitions;

« our success in integrating our acquired businesses;

« our expectations regarding future mix of business end future asset recoveries;
+ future cash neecs and future scurces of cash;

+ the aedequacy of our future liquidity and capital resources;

« future demand “or seismic equipment and services;

 future seismic industry fundamentals;

» future oi! and gzs commodity prices;

» the outcome of »ending or threatened disputes and other contingencies;
» future werldwide economic conditions;

» our expectations regarding realization of deferred tex assets;

+ our beliels regarding accounting estimates we make; anc

« tesults from our current or future strategic alliances.

These forward-looxirg statements reflect our Hest judgment abeut future events and trends based on the
information currently available to us. Our results of operations can be affected by inaccurate assumptions we
make or by risks and uncertainties known or unknown to us. Therefore, we cannot guarantee the accuracy of
the forward-locking statements. Actual events and results ¢f operaticns may vary materially from our current
expectations anc assumoations. While we cannot identify ail of the factors that may cause actual results to very
from our expectations, we believe the ‘ollowing factors sheuld be considered carefully:

The loss of any significant customer could materially axd adversely affect our results of operations and
Sfinancial cor:dition.

We have traditionally relied on a relatively small number of significant customers. Consequertly, cur
business is exposed to t-e risks related o customer concentration. For the year ended December 31, 2004 and
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2C03, approximaic! y :5% and 28%, respectively, of our consolidated net sales related to one Chinese customer.

The less of & any of cur significant customers or deterioration in our relations with any of them could materially
and acversely affect our results of operations anc financial condition.

Oy operating recu’s wmay fluctuate from period to pericd and we ave subject to seasonality factors.

Cur operating rosuits are subject to fluctuations from period to period, as a result of new product or
service intreductiors, the timing of significant expenses in connection with customer orders, unrealized sales,
t2e preduct mix so.d and the seasonality of our business. 3ecause many of our products feature a high sales
price end are technclogically complex, we generally have experienced long sales cycles for these products and
kis: orx‘ally incur signifeant expense at the beginning of these cycles for component parts and other inventory
necessary to manufecture a product in anticipation of a future sale, which may not ultimately occur. In
addition, the revezues from cur sales can vary widely from period to period due to changes in customer
requirsmens. Trhese faciors can create fluctuations in our net sales and results of operations from period to
pe-iod. VarieZility in cur overall gross margins for any guarter, which depend on the percentages of higher-
margin anc lcwer-margin products and services sold in that quarter, compounds these uncertainties. As a
resuly, if net sales or gress marging fall below expectations, our operating results and financial condition will
Lkely be adversely eFected. Additionally, our business is seasonal in nature, with weakest demand typically
experiznced iz ke second and third calendar quariers, and the strongest demand typically in the first and
fourth calerer cuerters of each year.

Due te the relztively high sales price of many of our products and data libraries and relatively low unit
sales volume, our ¢uarterly operating results have historically fluctuated from period to period due to the
timipg of orders and skipments and the mix of products and services sold. This uneven pattern has made
financizl predicticas o eny given period difficult, increases the risk of unanticipated variations in our quarterly
results and Snancial condition and places challenges on our inventory management. Also, delays in shipping or
celivering preducts in e given quarter could sigrificantly affect cur results of operations for that quarter.
Fluctzations in our cuererly operating results may cause greater volatility in the price of our common stock
and conver:izle rotes.

We dervive g cubsaiial amoxust of our revenues from foreign sales, which pose additional risks.

Szles to cusiomers ouisice of North America accounied for approximately 73% of our consolidated net
sales in 2004, an< we “°1iev that export sales will remain a significant percentage of our revenue. United
States export resirictions affect the types and specifications of products we can export. Additionally, to
compiste cerizin sa'es, United States laws may reguire us to obtain export licenses, and we cannot assure you
that we will not experience dificulty in obtaining these Ycenses. Operations and sales in countries other than
tre United Sizates are subject to various risks peculiar 1o each country. With respect to any particular country,

o

these sisks may include:
o gxprepriaticn and naticaalization,
¢ politica. a=C economic instability;
o armec confiict and civil disturbance;
o gurrency {tuctuations, ¢evaluations and corversicn restrictions;
» confiscetery taxation or other adverse tax policies;
o tariff regulations end import/export restrictions;
o custcmer credit risk;

o governmentel activitics that limit or disrupt markets, or restrict payments or the movement of
:unGS, anrc

o governmenial activities that may result in the deprivation of contractual rights.

There Is increcsing risk that our collections cycile will further lengthen as we anticipate a larger
percentage oF our sziss will b2 to foreign customers, particularly those in China and the CIS.
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The malority of ou- foreign sales are denominated in United States doliars. An increase in the value of
the doliar relative to otker currencies will make our products more expensive, and therefore less competitive,
in foreign marke:s.

In addition, we arz subject to taxation in many jurisdictions and the final determination of our tex
liabilities involves the ir‘erpretation of the statutes and recuirements of taxing authorities worldwide. Our tex
returns are subject to -outine examination by taxing authorities, and these examinations may result in
assessments of additionzl :axes, penaltics and/or irterest.

The GXT ard Concept Systems acquisitions have increased our exposuve to the risks expevienced by mose
technology-intensive companies.

Tte businesses of GXT and Concept Systems, being more concentrated in software, processing services
and proprietary technolcgies than our traditioral business, zave exposed us to the risks typically encountered
by smaller technology companies that are more dependent on proprietary technology protection and research
and development. These risks include:

+ future competiticn from more establisked companies entering the market;

s product odsolescence;

» dependence upor continued growth of the rarket for seismic data processing;

» the rate cf change in the markets for GXT’s and Concept Systems’ technology and services;

« research znd development efforts not provirg sufficient to keep up with changing market demands;

« deperdence on third-party software for inclusion in GXT’s and Concept Systems’ products ard
services;

« misappropriation of GXT’s or Concept Systems’ technology by other companies;

o alleged or actual infringement of intellectua’ prope-:y rights that could result in substantial additionzl
Costs;

» difficuities inherent In forecasting sales ‘or new.y developed technologies or advancements in
technolegies;

« recruiting, trainicg and retaining technically skilled personnel that could increase the costs for GXT or
Concept Systems, or -imit their growth; anc

« the ayility to meintain traditional margins for certain of their technology or services.

We may not realize the anticipated benefits of our acquisitions of GXT or Concept Systems or be successful in
integrating theiv operations, personnel or technology.

~

Tkere cen be no assurance that the anticipated benef:s of our acquisitions of GXT or Concept Systems
will be realizec or that our integration of their operations, personnel and technology will be successfui.
Likewise, no assurances can be given that our business p.an with respect to GXT’s or Concept Systems’
services and procucts wi.l srove successful. The integration of these companies into our operations will requi-e
the experience and expectise of managers and ey employees of GXT ard Concept Systems who are expected
to be retained by us. There can be no assurance tha’ these managers znc key employees of GXT and Concent
Systems retzined by us will remain with us for the time period necessary to successfully integrate their
companies irto cur operatiors.

Future techrologies anc businesses that we may acquire way be difficult to integrate, disrupt our business,
dilute stockkolder value ov divert management attention,

An important aspect of our current business strategy is to seek new technologies, products and businesses
to broaden ti:e scope of our existing and planned product iines and technologies. While we believe that these
acquisitions comnslemen’ cur technologies and our general susiness strategy, there can be no assurance that we
will achieve the expected benefit of these acquisitions.
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I= addircn, these ecquisitions may result in unexvpected costs, expenses and liabilities. For example,
during 2002, we zccuired certain assets of S/N Technoicgies and, in April 2003, we invested $3.0 million in
EVP. These iransactions were not successful; in 2303, we completely wrote down the costs of the assets we
purchased frem S/IN Technclogies and wrote down our investment in EVP to its liquidation value of
$:.G million.

Acquisiticns exTose us to

o Increzsed cosis zssociated with the acquisition anc operation of the new businesses or technologies and
the managemont of gecgraphically dispersed operations;

e risks asscciated with the assimilation of new technologies, cperations, sites and personnel;

o the possible loss ¢f key employees and costs associated with their loss;

o risks (hat any technolegy we acquire may not perform as well as we had anticipated,

o the diversicn of management’s attention and other resources from existing business concerns;
o the potential inazllity to replicate operating efficiencies in the acquired company’s operations;
o notertial imszirments of goodwill and intangivle essets;

o the irgbiiity 1o generaie revenues to offset associated acquisition costs;

o the recuirement o maintain uniform standards, controls, and procedures;

¢ the impairment of relaticnships with empleyees and customers as a result of any integration of new and
inexpsrienced management personnel; and

e the risk thgt eccuired technologies do not provide us with the benefits we anticipated.

Izegraticn ¢ 12 ecguired businesses requires significant efforts from each entity, including coordinating
exsting businzss plazs and research and develooment efforts. Integrating operations may distract manage-
ment’s attenticn ‘g the day-to-day operation of the combined companies. If we are unable to successfully
integrzte the operaticns of accuired businesses, our future results will be negatively impacted.

Ve ave exposed io »icks velased to complex, highly technical products.

System sliazii®y s an important competitive consiceration for seismic data acquisition systems. Qur
customers cf*za recuire demanding specifications for product performance and reliability. Because many of
our products z7e corzpiex and ofien use unique advanced components, processes, technologies and techniques,
undetected errors and ceosign and manufacturing flaws may occur. Even though we attempt to assure that our
systems are ziways reliatle in the field, the many technical variables related to their operations can cause a
combinatior:. ¢7 fectors that can and have, from time to me, caused performance issues with certain of our
preducis. Preduct dzlect resu;t in higher product service, warranty and replacement costs and may affect our
custorner relziionshizs end industry reputation, ail of which may adversely impact our results of operations.
Despitz our iesting 228 szal ty assurance programs, undetected errors may not be discovered until the product
is purchased aad used by a customer in a variety of field conditions. If our customers deploy our new products
and *hey do nct werk correctly, our relationship with cur customers may be materially and adversely affected.

Beth our new V Vecr torSeis System Four Digital-Anziog land acquisition system and VectorSeis Ocean-
redeplovable seabsC accuisition system experienced a number of undetected errors or “bugs” when first
irtroduced. Tzis is not causual in the developmﬂt and release of new technologically-advanced products.
Also, the inexperierce ¢f customers in using these new preducts exacerbates any problems. We believe that
our System cur Digitel-Aneleg land acquisition system contains significant design improvements in both field
troubleshooting 2~ reilebility compared to legacy analeg land acquisition systems, and that the system has
now generally achievec expected reliability and performance leveis. However, until we have more field
exoerience wita the precuct in 2 wide variety of operational conditions, we cannot be certain that problems will
not erise. We bei‘eve 2e VeciorSeis Ocean seabed syswm is the first system of its type, integrating digital
sensors, radic ‘elemeiry, date _A.anagernent and guality control systems, all deployed on the seabed. As a result
of its recent dsvelop:nest and advanced and compiex nature, we continue to experience occasional unrelated
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performance issues with the VectorSeis Ocean seabed system and continue to refine the system and its
components to reflect ficld experiences encourterec in their operation.

During 2004, we solc our first VectorSeis Ocean receployable seabed acquisition system to RXT, a
start-up seismic contracior. RXT is under contract with our subsidiary, GXT, to obtain seismic data for a
major oil compary. RXT is using the VectorSeis Ocean sezbed system to acquire the data. If for any reason
RXT were urable to cormp:ete its cbligations tc acquire the seismic data as required by the oil company, GXT
could potentially be liable to the oil company Zor certain ceatractual remedies, including reimbursing the oii
company for the excess cost for acquiring the data ty other means, which could possibly cause a loss to GXT
on the contrzact.

We may not gain rapid market acceptance for our VectorSeis products, which could materially and adversely
affect our vesults of opevations and financial condition.

We have spent ccnsiderable time and capitel developing our VectorSeis product lines. Because
VectorSeis products rely cn 2 new digital sensor, cur ability to sell cur VectorSeis products will depend cn
acceptance ¢ our digitzl sersor and technology solutions by geophysical contractors and exploration and
production ccmpanies. I7 cur customers do not believe that our digital sensor delivers higher quality data wita
greater operationzl efficizncy, our results of operations and £naancial condition wili be materially and adversely
affected.

We have deveioped outscarcing arrangements with taivd paviies to manufactuve some of our products. If these
third parties fail to deliver quality products or comiponenis at reasonable prices on a timely basis, we may
alienate some of our cus’omevs and our vevenues, profitability and cash flow may decline.

As part of ouvr strategic direction, we are increasing ou- use of contract manufacturers as an alternative to
our own manuf{acture of nroducts. As an example, in December 2004, we sold to another company our Applied
MEMS busiress that mznufactures MEMS products that are a necessary component in many of our products.
If, in implerenting any cutsource initiative, we cre unatle to idertify contract manufacturers willing to
contract with us cn comgetitive terms ard to devote adequate resources to fulfill their obligations to us or if we
do not properly manage these relationsaips, our existing customer relationships may suffer. In addit'on, by
undertaing these activizies, we run the risk ‘hat “he reputation and competitiveness of our products and
services may ceteriorate as a result of the reduction of our ccatrol over quality and delivery schedules. We also
may experience supply izterruptions, cost escalations and competitive disadvantages if our contract mznufac-
turers fail to develop, implement, or maintain manufacturing methods appropriate for cur products and
customers.

If any of these risks are realized, our reverues, Jrofitabiiity and cash flow may decline. In addition, as we
come to rely more heavily on contract manufaciurers, we mey have fewer personnel resources with expertise to
manage problems that rhay arise from these third-party arrangements.

An oversupply of seismic data has adversely affected our operations and significantly veduced our operating
margins and income anc may continue 16 do so in the futuve.

Since the late 199C’s there has been an industry-wide oversupply of speculative surveys conducted and
collected by geopaysical centractors, who have lowered prices to their customers for these surveys in order to
recover investmerts in assets used to conduct 3-D surveys. Iz recent years these circumstances have adversely
affected our -esu'ts of cperations and fnancial condition. Particularly during periods of reduced levels cf
exploration fcr oi. and ges, the oversupply of seismic data 2-¢ downward pricing pressures limit our ability to
meet sales objectives anc maintain profit margins for our products and sustain growth of our business. These
industry conditions have reduced, and if continued into i=e future, will further reduce, our revenues and
operating margins.

Technologicaé change ir the seismic industry vequives us to make substantial research and development
expenditures.

The markets for our products are characterized by chaaging technology and new product introductions.
We must invest substan:ia’ capital to maintair a leading ecge in technology, with no assurance that we wil
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receive an aczquete rate of return on such investments. If we are unable to develop and produce successfully
znd timely new un< enhanceé products and services, we will be unable to compete in the future and our
business, our resuits of cperations and financial conditicn will be materially and adversely affected.

Ouy outsouvsing
thivd-pavty sani

icnships may vequire us fo purchase inventory when demand for products produced by

2lEr2YS £S5 IOW.

Under & few of cur outscurcing arrangements, our manufacturing outsourcers purchase agreed-upon
inveniory leveis 1o meet our forecasted demand. Since we typically operate without a significant backlog of
orders for cur procucts, our menufacturing plans and inventory levels are principally based on sales forecasts.
I# dermand zroves 7o e iess than we originally forecasted, these manufacturing outsourcers have the right to
reguire us t¢ Husciese any excess or obsolete inveniory. Should we be required to purchase inventory under
these —rovisicns, we may be required to hold inventory that we may never utilize. To date, we have not been
requirsd to surchase any significant amounts of excess inventory under our outsourcing arrangements, and we
have o existiag obilgaticn to purchase any significant amounts of excess inventory.

We may be j‘- ‘o oigin Sroad intellectual propersy protection for our curvent and futuve products and we
may become laveives iz intellsctual property das:’z;tvg,

We rely on a cow*biration of patent, copyright znd trademark laws, trade secrets, confidentiality
precedares 2ng contractual provisions to protect cur proprietary technologies. We believe that the technologi-
cal ang creztive s\:J of our employees, new procuct aevelopmems frequent product enhancements, name

scognition and reliable procduct maintenance are the foundations of our competitive advantage. Although we

have 2 consms:ab ¢ portfolio ¢f patents, copyrights and trademarks, these property rights offer us only limited
protecion. Cur compeliitors may attempt to copy aspects of our products despite our efforts to protect our
pronrictary ~ignts cr mey design around the prov--etary features of our products. Policing unauthorized use of
cur proprietery r'ghis is difficuli, and we are unacie to <etermine the extent to which such use occurs. Our
dificuities zre compeunded ‘o certain foreign ccuntries where the laws do not offer as much protection for
proprietary Zghts gs the laws of the United States.

Third peries ‘nouize and claim from time to time that we have infringed upon their intellectual property
ri ght% Any such cieims, with or without merit, could be time consuming, result in costly litigation, result in
in‘unciions, requive nreduct medifications, cause procuct shipment delays or require us to enter into royalty or
licensing arrzngemenis. Such claims could have a material adverse affect on our results of operations and
financial coniticn.

Fuyther conas’idericn among our significant cussomers could materiafly and adversely affect us.

Tiistoriczlly, e relatively smell number of custemers has accounted for the majority of our net sales in any
period. In rceent yeers, cur ireditional seismic contracter customers have been rapidly consolidating, thereby
conso:idating the de smand for our products. The loss of any of our significant customers to further
consol’datica couidé meateriaily and adversely affeci our results of operations and financial condition.

vl the operaiions of our customers, ave subject to numerous government regulations, which
opersiing flexibility.

Ouy operaticss, =
could adversz:y iiml: o

Cur operations ere sub’ect to laws, regulations, government policies and product certification require-
ments worldwide. Changes in such laws, regulaticns, policies or requirements could affect the demand for our
produc:s or rgsult in the need to modify products, which may involve substantial costs or delays in sales and
could have 2 adierse e..ect on our future operating results. Our export activities are also subject to extensive
and ezolvmg irade reguiztions, Certain countries are subject to restrictions, sanctions and embargoes imposed
by the United S'.c;.CS gow—*rm.wht These restrictions, sanctions and embargoes also prohibit or limit us from
particizating in cerizin business activities in those countzies. Our operations are subject to numerous local,
state end federz! lews end regulations in the United States anc in foreign jurisdictions concerning the
containment znd <ispesel of hazardous materiais, the remediation of contaminated properties and the
protection ¢ the exvircament. These laws have been changed frequently in the past, and there can be no
assuraace thzt future changes will not have a materiai zdverse effect on us. In addition, our customers’

37




operations are aiso significantly impacted by aws and regulations concerning the protection of the environ-
ment aad endangered species. Consequently, changes in governmental regulations applicable to our customers
may reduce cemand for our products. For instance, ~egulaticns regarding the protection of marine mammals in
the Gulf of Mexico may reduce demand for our a’rguns and other marine products. To the extent that our
customer’s operations are disrupted by future laws znd regu.ations, cur business and results of operations may
be materially and adverse.y affected.

Disruption is: vendor supplies will adversely affect our vesults of operations.

Our manufzcturing processes require a high velume of quality components. Certain components used by
us are curreatly providsd by only one supplier. We may, from time to time, experience supply or quality
control probiems with suppliers, and these problems could significantly affect our ability to meet producticn
and sales commi‘ments. Reliance on certain suppliers, as well as industry supply conditions, generally involve
several risks, inc.uding tae possibility of a shortage or 2 lack of availability of key components and increases ‘n
component costs and reduced control over delivery schedu’es; any of these could adversely affect our future
results of operations.

We may not be able to generate sufficient cash flovs to meet our operational, growth and debt service needs.

Our cash aad cash equivalents declined from $59.5 million at December 31, 2003 to $14.9 million at
December 31, 2004, a cecrease of $44.6 million, primarily related tc our acquisitions of GXT and Concent
Systems in 2004 and costs of building inventory for anticipated sales. Our ability to fund our operatiors, grew
our business and to mate scheduled payments on our indebtedness and our other obligations will depend on
our financial and operating performance, whica in turn will be affected by general economic conditions in the
energy indusiry and by many financial, comnetitive, regu:atory and other factors beyond our control. We
cannot assure you that cur business will generate sufficient cash flow from operations or that future sources of
capital will te available to us in an amount sufficient to enable us te service our indebtedness, inclucing the
notes, or to fund our otaer liquidity needs.

If we are unable to generate sufficient cash flows to fund our operations, grow our business and satisfy our
debt obligations, we mey have to undertake additional or zlternative financing plans, such as refinancing or
restruciuring our debt, selling assets, reducing or delaying capital investments or seeking to raise additional
capital. We canrot assure you that any refinancing would be possible, that any assets could be sold, or, if sold,
of the timing of the sales and the amount of proceeds that may be realized from those sales, or that additional
financing could be obtza’ned on acceptable terms, If at all. Our inability to generate sufficient cash flows to
satisfy debt obligations, or to refinance our incebtedness or: commercially reasonable terms, would materially
and adversely affect our financial condition ard resuits of cperations and our ability to satisfy our obligations
under the nces.

We are exposed to risks relating to the effectiveness of ouy internal controls.

In connection with the audit of our financial statemeris as of and for the year ended December 31, 20C3,
our menagement, in ccasultation with PricewaterkouseCeoopers LLP (PwC), our independent accountants,
identified ard reported to the audit committee of our board of directors certain matters involving internal
control deficiencies rela‘ed to our Pelton subsidiary that we and PwC considered to be a reportable condition
under the standards then in effect as established by the American Institute of Certified Public Accountants.
The identified internal conatrol deficiency concerned inadeguate procedures in place for the personne: at this
subsidiary to perform znd complete an accurate year-end physical inventory count. However, the control
deficiency did not resu’t in an audit adjustment. During 2004, we implemented a number of procedures o
strengthen our internal ccntrols, including procedures to srepare us to comply with the new annual internal
controls assessment anc zattestation requirements under Section 404 of the Sarbanes-Oxley Act of 2002 and
the related SZC rules. *¥hile we have completed our evaluztion procedures and our management has certified
(and PwC Fas attested) tha: our internal control over firencing reporting was effective as of December 31,
2004, we may experience controls deficiencies or weaknesses in the future, which could adversely impact the
accuracy and timeliness of our future financizl reporting 2nd reports and filings we make with the SEC.
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The addition o the CXT busizess may alienate a zumber of our traditional seismic contractor customers with
whom GXT compstes and adversely affect sales to and revenues from those customers.

CXT’s business ia processing seismic data competes with a number of our traditional customers that are
seismic contractcrs. Meny of these companies not only cffer their customers — generally major, independent
anc national ¢il companies — the traditional services of conducting seismic surveys, but also the processing
anc interpretetion ¢f the data acquired from those seismic surveys. in that regard, GXT’s processing services
directiy comypste wita these coniractors’ service offerings and may adversely affect our relationships with
them, whick could result in recuced sales and revenues irom these seismic contractor customers.

Note: The Toreszaing factors pursuant to the Private Securities Litigation Reform Act of 1995 should
not be consirned as exkaustive. In addition te the foregoing, we wish to refer readers to other factors
discussed elsewvhere ' ¢his revort as well as other fiings ard reports with the SEC for a further discussion of
risks and uncerta’nt’zs that conld cause actual resuits to differ materially from those contained in forward-
looking statemen’s. ¥z undeiake no obligation to publicly release the result of any revisions to any such
forward-looking ca’zments, which may be made ¢o z2flect the events or circumstances after the date hereof
or to reflect the cceurzence of unanticipated events,

Item 7A. QGuoniitailve and Gualitative Disclosures abous Market Risk

We may, frem time to time, be exposed to market risk, which is the potential loss arising from adverse
changes in macke: prices, interest rates and foreign currency exchange rates. We traditionally have not entered
into significazt de-ivative or ctzer financial instruments. We are not currently a borrower under any material

redit zrrangsmients that feature fluctuating interest rates, but we have $79.4 million of long-term fixed rate
dﬁbl oulstanding et = cvmbej 31, 2004. As a result, we are subject to the risk of higher interest costs if this
debt is refinanced. 7 rates are 1% higher at the time of refinancing, our interest costs would increase by
approx’mately $C.8 ;_‘"'.i ca annually.

Trrough cur subsidiaries, we operate in a wide variety of jurisdictions, including the Netherlands, United
Kingdoem, Nerway, Venezuela, Canada, Argerntina, Russia, France, the United Arab Emirates and other
countrigs, Our ﬁ: ncigl res:l‘ts may be affecte¢ by changes in foreign currency exchange rates. Our
consoliZated >slarce sheet at Cecember 31, 2004 refiected approximately $11.0 million of net working capital
reiaiec to our zoreign sussidia~ies. A majority of cur | oveign net working capital is within the Netherlands and
United Kingcem. The subsid’ar’es in those couniries receive their income and pay their expenses primarily in
Euros zad British pounds {GRP), respectively. To the extent that transactions of these subsidiaries are settled
in Eurcs or G‘P, a Ceveluation of these currencies versus the U.S. dollar could reduce the contribution from
these subsidizries to cur consclidated results of operations as reported in U.S. dollars. We have not historically
hedgec the r:e:ket #isk relatec to fluctuations in forelgn currencies.

Item 8 Fincocic! Siasemerss and Supplementary Data

Tle financial siztements required by this item begin at page F-1 hereof.

Item §. Chasges i and Diszgreements with Accountanis on Accounting and Financial Disclosure

Not appiicabls

Item SA. Conzrols czd Frocedzres

—~

{a) Evziuaticn of Tiscicsure Controls and Procecures. We have established disclosure controls and
procedures desigrec ic provice reasonable assurance thai material information relating to I/0 and its
cersolidated s:os@a:es ‘s mzde known to the oficers who certify our financial reports and to other members
of senior mazegement end our Board of Directors.

Bzsed oxn their cvaitation of the effectiveness of our disclosure controls and procedures (as defined in
Rules 13a-15{2) eac 15d-15{e) under the Exchange Act) as of December 31, 2004, our principal executive
officer and principal francizi officer have concivded trat such disclosure controls and procedures were
effective to ensure ot the infermation required to be disclosed by cur company in the reports that it files or
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submits under the Exc-ange Act is recorded, processed, summarized and reported within the time periods
specified in SEC rules znd forms.

In designing and evaluating our disclosure con:rols anc procedures, our management recognizes that any
controls and procedures, no matter how well designed and cperated, can provide only reasonable assurance of
achieving the desired ccntrol objectives, and cur management necessarily is required to apply its judgment in
evaluating the cost-benefit relationship of possible controis and procedures. Our company intends tc review
and evaluate the design, operation and sffectiveness our disclosure controls and procedures over time in order
to provide reasonable assurances that senior management kas timely access to all material financial and nox-
financial infermation ccacerning our business. Future events affecting our business may cause management to
modify its disciosure ceatrols and procedures.

(E) Menagement’s Report on Internal Control Over Financial Reporting. The management of our
compaxy is responsible “or establishing and mainta’ning acequate internal control over financial reporting (as
definec in Rules 13a-15(f) and 15d-15(f) under the Exchange Act). Under the supervision and with tae
participation: of our management, including our principal executive officer and principal finarcial officer, we
conducted an evaluatio: of the effectiveness of our internal control cver financial reporting based on criteria
established in fnternal Control — Integrated Framework issued by the Committee of Sponsoring Organiza-
tions of the Treadway Comrission.

Based cn cur eva’uation under criteria estatlished in Inrernal Control — Integrated Framework, cur
managemen: concludec. that the company’s interna! cortrol over financial reporting was effective as of
December 31, 2004. Our management’s assessmen: of the effectiveness of our company’s internal control over
financial reporting as of December 31, 2004, has beex audited by PricewaterhouseCoopers LLP, an
indepexndent registered public accounting firm, as stated in their report which is included elsewhere in this
Annual Report on Forrma 10-K. See “Report of Independent Registered Public Accounting Firm”.

During 2004, the Company acquired, in a purchase Susiness combination, GX Technology Cornoration
(GXT). In reliance on guidance contained in a “Frequently Asked Questions” interpretive release issued 2y
the staff of the SEC’s Office of Chief Accountan: and Division of Corporation Finance in June 2004 (and
revised on October 6, 2004), our management has determined to exclude GXT from the scops of its
assessrent cf our interna’ control over financial reporting 2s of December 31, 2004. GXT is a direct wholy-
owned subsidiary of the Company. The total zssets and total revenues of GXT and its consolidated
subsidiaries represent zpproximately 39% and 18%, respectively, of the total consolidated assets and total
consolidatec revenues cf the Company as of and for the year ended December 31, 2004,

(c) Changes in Irternal Controls. There were no changes in our internal control over financial reporting
during the quarterly period eaded December 31, 2034, that have materially affected, or are reasonably likely to
materially affect, our irternel control over financizl reporting.

Item 9B. Other Information

Not appliceble.

FART iI1

Item 10. Directors ard Executive Officers of the Registrant

The information required by Item 10 is included in our definitive proxy statement for our 2005 Annual
Meeting of Stockholders under the headings “Item . — Electicn of Directors,” “Executive Cfficers,”
“Section 16{a) Beneficial Ownership Reporting Compliance,” “Board of Directors and Corporate Govern-
ance” and “Cormittees of the Board.”

Item 11. Executive Compensation

The information rsquired by Item 11 is included in cur definitive proxy statement for our 2005 Annual
Meeting of Stockholders under the headings “Director Compensation” and “Executive Compensation.”
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Item 12, Sezeavicy Dwaershiv of Certain Beneficial Owners and Management

The infermation recuired by Item 12 is included in cur definitive proxy statement for our 2005 Annual
Meeting of Stockhic!ders under the headings, “Ownership of Equity Securities in 1/0” and “Executive
Compensaticrn-Ecuity Compensation Plan Information.”

ltem 13, Cerain ilzlstionships and Related Transactions

The infermatics reguired by Item 13 is included in our definitive proxy statement for our 2005 Annual
Meeting of Stockc ders uncer the heading “Certain Transactions and Relationships.”

Item 4. Principal Accounsant Fees and Services

Tae informaticn required by Item 14 is included in cur definitive proxy statement for our 2005 Annual
Meeting of Stockzc ders under the heading “Item 4 — Ratification of Appointment of Independent Regis-
tered Public Accouniing Firm — Fees and Services.”

PART IV

Item 33. Exaibiss «nd Finaacial Statement Scheduies
(e} Lis? of Decuments Filed.
(1) Fingacicl S:aremenis

Th= fine

it g??

acizl staternents filed as part of this report are listed in the “Index to Consolidated Financial
Statements” on page

F-1 hereof.
(2} Financial Statement Schedules

The follzwing dnzncial statement schedule is listed in the “Index to Consolidated Financial
S:atemen's” on page F-i hereof, and is included as part of this Annual Report on Form 10-K:

cheduie I — Vaimaticn and Qualifying Accounts

All other schecuies are omitted because they are inzsplicable or the requested information is shown in
the financial statements or roted therein.

(3) Exhibiis

3L — “cate of Incorporatxoﬂ dated August 31, 1990, filed on March 19, 2001 as
:o oz \,ompanys Transition Report on Form 10-K for the seven months ended

1

ecemter 31, 2000 (Registration No. 031-12691), and incorporated herein by reference.

3.2 — Certificaie of Amendment to Restatec Certificate of Incorporation dated October 10, 1996, filed
oz March 12, 2003 as Exhibit 3.2 to the Company’s Annual Report on Form 10-K for the year
ended Zecember 31, 2003 (Registratior Ne. 901-12691), and incorporated herein by reference.

3.3 — Amendsd and Restated Bylaws, filed on March 8, 2002 as Exhibit 4.3 to the Company’s Current

Repert on Forr 8-K (Registration No. C0i-12691), and incorporated herein by reference.

4.0 — Form cf Certificate of Designation, Freference and Rights of Series A Preferred Stock of

Imput/Cutsat, Inc., filed as Exhibit 2 to the Company’s Registration Statement on Form §-A

cated anuary 27, 1997 (attachec as Exkibit 1 to the Rights Agreement referenced in
*xh-:f: 0. 5) end mcorporated helem oy “efercnce

Von:pa: ¥'s Regl st:atlon Statement on Form S-3 (Registration No 333- 112263) and incorpo-
rated herein by rsference.
4,3 — Cerilficzaie of Rights and Designations ¢ Series D-1 Cumulative Convertible Preferred Stock of

inpu;/v,,um, inc. dated February 16, 2005, filed on February 17, 2005 as Exhibit 3.1 to the
Corrne~y's Form 8-K (Registration No. 001-12691), and incorporated herein by reference.
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**10.0 —

102 —

**10.3 —

104 —

**10.5 —

10.6 —

10.7 —

**10.8 —

**10.9 —

**10.10 —

**10.11 —

**%10.12 —

*#%10.13 —
*#10.14 —

**10.15 —

**%10.16 —

Amended znd Restated 1990 Stock Option Flan, filed on June 9, 1999 as Exhibit 4.2 to the
Company’s Registration Statemert on Form S-8 (Registration No. 333-80299), ard incorborated
nerein by reference.

Lease Agreement dated as of August 20, 2001, between NL Ventures III Stafford L.P. ard
input/Output, Iac., filed on November 14, 2001 as Exhibit 10.28 to the Company’s Quarter.y
Report on “orm 10-Q for the quarter ended September 30, 2001 (Registration No. 001-22691},
and incorpcratec herein by reference.

Input/Output, Inc. Amended and Restated 1996 Non-Employee Director Stock Option Plan,
filled on Juzne 9, 1999 as Exhibit 4.3 to the Company’s Registration Statement on Form S-8
{Registraticn No. 333-80299), and incorporated herein by reference.

Rights Agreement dated as of January 17, 1997, by and between Input/Output, Inc. and Harris
Trust and Savings Bank, as Rights Agent, inciuding exhibits thereto, filed on January 27, 1997 as
Exhibit 4 tc tae Company’s Form 8-A (Registration No. 001-12691), and incorporated herein by
reference.

Input/Output, Inc. Employee Stock Purchase Plan, filed on March 28, 1997 as Exhibit 4.4 to the
Company’s Registration Statemert on “orm S-8 (Registration No. 333-24125), and incorporated
herein by reference.

First Amerdment to Rights Agreement dated April 21, 1999, by and between the Compzny ard
Harris Trust and Savings Bank, as Rights Agent, filed on May 7, 1999 as Exhibit 10.3 to the
Company’s Current Report on Form 8-K (Registration No. 001-12691), and incorporated herein
by reference.

Registratior. Rights Agreement deted as of November 16, 1998, by and among the Company ard
The Laitram Corporation, filed cn March 12, 2004 as Exhibit 10.7 to the Company’s Annual
Report on Form 10-K for the year ended December 31, 2003 (Registration No. 001-12691), ard
incorporated herein by reference.

Input/Output, Inc. 1998 Restricted Stock Plan dated as of June 1, 1998, filed on June 9, 1999 as
Zxhibit 4.7 to the Company’s Registration Statement on S-8 (Registration No. 333-80257), ard
incorporated herein by reference.

Input/Output Inc. Non-qualified Deferred Compensation Plan, filed on April 1, 2002 as
Exhibit 10.24 to the Company’s Annuzl Repor: on Form 10-K for the year ended December 31,
2001 (Registration No. 001-12691), and incerporated herein by reference.

Amendmer: No. 1 to the Input/Output, Inc. Amended and Restated 1996 Non-Employee
Director Stock Option Plan dated September 13, 1999, filed on November 14, 1999 &as
Exhibit 10.4 %o the Company’s Quarterly Report on Form 10-Q for the fiscal quarter ended
August 31, 1999 (Registration No. 001-1269:}, and incorporated herein by reference.
input/Output, Inc. 2000 Restricted Stock Plan, effective as of March 13, 2000, filed cn
August 17, 2000 as Exhibit 10.27 to the Company’s Annual Report on Form 10-K for the fiscal
year ended May 31, 2000 {Registration No. $01-12691}, and incorporated herein by reference.
Input/Output, Inc. 2000 Long-Te-m Incentive Plan, fileé on November 6, 2000 as Exhibit 4.7 to
the Company’s Registration Statemert on Ferm S-8 {No. 333-49382), and incorporated by
reference herein.

Input/Qutput, Inc. Amended and Res:ated 1991 Outside Directors Stock Option Plan.
Amendmer: to the Input/Output, Inc. Amended and Restated 1991 Outside Directors Stock
Option Plar, filed on August 28, 1997 s Exhibit 10.9 to the Company’s Annual Report on Form
i0-K for tke fiscal year ended May 31, 1997 (Registration No. 001-12691), and incorporated
kerein by refererce.

Amendmen: No. 2 to the Input/Output, Inc. Amended and Restated 1991 Outside Directors
Stock Opticn Plan, dated September 13, 1999, filed on November 14, 1999 as Exhibit 10.3 to the
Company’s Quarterly Report on Form 10-G for the fiscal quarter ended August 31, 1999
{Registraticn No. 001-12691), and incorporated herein by reference.

Employmert Agreement dzted effective as of March 31, 2003, by and between the Company and
Robert P. Peebler, filed on March 31, 2003 as Zxhibit 1C.1 to the Company’s Current Report on
Form 8-K {Registration No. 001-12691}, and incorporated herein by reference.
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410,18 — =

10.29 —

41021 —

510,22 —

510,24 —

*%10.25 —

16.26 —

10.27 —

#1028 —

10.29 — 8

16.30 —

£510.3] —

Employment Agreement dated effective as of January 1, 2004, by and between the Company and
.. Micrzel Xirksey, filed on March 12, 2004 as Exhibit 10.21 to the Company’s Annual Report
cn Form 18-K for the year ended December 31, 2003 (Registration No. 001-12691), and
‘ncomzorated herein by reference. '

H:‘lp oyment Agreement dated effective as of April 23, 2003, by and between the Company and
Jorge Wechnizh, filed on August 7, 2003 as Exhibit 10.28 to the Company’s Quarterly Report on
Form 10-C for the fiscal quarter ended June 30, 2003 (Registration No. 001-12691), and
ncorpereted herein by reference.

Stock Purchase Agreement dated as of May 10, 2004, by and among the selling shareholders, GX
Tochuslegy Corporation and the Company, filed on May 10, 2004 as Exhibit 2.1 to the
Company’s Regisiration Statement on Ferm S-3 (Reg. No. 333-115345), and incorporated
rerein by reference..

Fizst Amerdment to Stock Purchase Agreement dated as of June 11, 2004, by and among the
seling g shareholders, GX Technology Corporation and the Company, filed on June 15, 2004 as
Sxhizit 10.2 to the \,ompany s Currext ero-t on Form 8-K/A (Registration No. 001-12691),
Md *cvrpemtea nerein by reference

David L., Ro'ane Zled on August 9, 2004 as Zxhibit 10 Sto the Company’s Quarterly Report on

Ferm EC-Q for the quarterly period ended June 30, 2004 (Registration No. 001-12691), and

izcorsereted hereln by reference.

Zxecuiive Empicyment Agreement datec as of March 26, 2004, by and between GX Technology

Corporation and Michael K. Lambert, filed on August 9, 2004 as Exhibit 10.2 to the Company’s

\.lcfﬁhy Repor* on Form 10-Q for the quarierly period ended June 30, 2004 (Registration No.
001-12591), anc incorporated herein by reference.

First A“e‘cme*‘ to Executive Employment Agreement dated as of June 14, 2004, by and
between CX Tecanology Corporation and Michael K. Lambert, filed on August 9, 2004 as
Zxhibit 18.3 1o the Company’s Quarterly Report on Form 10-Q for the quarterly period ended
June 30, 2C04 (Registration No. 001-125913, and incorporated herein by reference.

Second Amendment to Executive Employment Agreement dated as of June 14, 2004, by and
tetween G Technology Corporation and Michael K. Lambert, filed on August 9, 2004 as
Exhizit 10.4 to the Company’s Quarterly Report on Form 10-Q for the quarterly period ended
June 30, 2004 {Registration No. 001-12691), and incorporated herein by reference.

CX Techneiogy Corporation Employee Stock Option Plan, filed on August 9, 2004 as Ex-
it 181 1o the Company’s Quarterly Repert on Form 10-Q for the quarterly period ended
June 30, 2004 (Registration No. 001-12491}, and incorporated herein by reference.

Corcert Systems Holdings Limited Share Acquisition Agreement dated February 23, 2004, filed

on March 5, 2004 as Exhibit 2.1 to the Company’s Current Report on Form 8-K (Registration
Mo, £31-12851), and incorporated herein by reference.

orcep« Systems Holdings Limited Registration Rights Agreement dated February 23, 2004,

2l2¢ o1 March 5, 2004 as Exhibit 4.1 to the Company’s Current Report on Form 8-K
(Regfs’;ra*'“ No. 001 -12691), and incorporzaied herein by reference.
Form ¢f Zmployment Inducement Stock Option Agreement for the Input/Output, Inc. —
Concept Systerss Employment Inducement Stock Option Program, filed on July 27, 2004 as
Zxhibit 4.7 to the Company’s Registration Statement on Form S-8 (Reg. No. 333-117716), and
i~corzereted herein by reference.

ceend Amendment to Rights Agreement dated February 16, 2005, amending the terms of the
?\igh:s Agreement, as amended, between the Company and Computershare Investor Services,
L.C \s‘ ceessor to Harris Trust and Savings Bank), as Rights Agent, dated as of January 17,
1997, flsd on Feomary 17, 2005 as Exhibit 3.2 to the Company’s Form 8-K (Registration No.
001-12581), and incorporated herein vy reference.

Agreement cated as of February 15, 2005 between Input/Output, Inc. and Fletcher International,
~td., d'ed cn February 17, 2005 as Exhibit 13.1 to the Company’s Form 8-K (Registration No.
J01-12831), and incorporated herein by reference.

Input/Cutout, inc. 2003 Stock Opticn Plan, dated March 27, 2003 (incorporated by reference to
Appeadix 2 of the Company’s definitive proxy statement on Schedule 14A filed with the
Sscurities end Exchange Commission cn April 30, 2003).

fme
i
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**#10.32 — Input/Outsut, Inc. 2004 Long-Term: Incentive Plan, dated May 3, 2004 (incorporated by
reference to Appendix B of the Company’s definitive proxy statement on Schedule 14A filed with
the Securities and Exchange Commission on May 13, 2004).

*21.1 — Subsidiaries of the Company.

*23.1 — Corsent of PricewaterhouseCoopers LLP.

*24.1 — The Power of Attorney is set forth on the signature page hereof.

*31.1 — Certificatica of Chief Executive Officer Pursuant to Rule 13a-14(a) or Rule 15d-14(a).
*31.2 — Certificatica of Chief Financial Officer Pursuant to Rule 13a-14(a) or Rule 15d-14(a).
*32.1 — Certificaticn of Chief Executive Officer Pursuant to 18 U.S.C. §1350

*32.2 — Certificatica of Chief Financial Officer Pursuznt to 18 U.S.C. §1350.

* Filed herewith.
** Management contrect or compensatory plan or arrangement.
(t) Exhibits required by Item 601 of Regulation S-X.

Reference is made to subparagraph (a} (3) of this Item 15, which is incorporated herein by
reference.

(¢) Not applicable.
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SIGNATURES

Pursuant to thc requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, as
amended, the registzznt has culy caused this report to be signed on its behalf by the undersigned, thereunto
duly authorized iz 172 City ¢f Stafford, State of Texas, on March 16, 2003.

INPUT/OUTPUT, INC.

By /s/ J. Michael Kirksey

J. Michael Kirksey
Executive Vice President and
Chief Financial Officer

POWER OF ATTORNEY

KNOW AL_ ¥ZN BY THESE PRESENTS, that each person whose signature appears below
constitutes and appcints Rotert P. Peebler and J. Michae! Kirksey and each of them, as his or her true and
lawful attorngys-i=-7

‘zct and agents with full power of substitution and re-substitution for him or her and in his
or her name, place e2d stead, in any and all capacities, tc sign any and all documents relating to the Annual
Report on Form 10-K for the year ended December 3i, 2004, including any and all amendments and
supplements therstc, and tc Gle the same with ail exhibits thereto and other documents in connection
therewith witz ths Escurities and Exchange Commission, granting unto said attorneys-in-fact and agents full
power and auinority <0 o anc perform each and every act and thing requisite and necessary to be done in and
about the premises, es “uily 2s to all intents and purposes as he or she might or could do in person, hereby
ratifying and confirraing all that said attorneys-in-fact and agents or their or his substitute or substitutes may
lawfully do or cause ‘o oe done by virtue hereof.

Pursuant 2o the mequiremsnts of the Securities Exchange Act of 1934, as amended, this Annual Report on
Form 20-K has bzen signed Seiow by the following persons on behalf of the Registrant and in the capacities
and on the cates incicaied.

Hame

/s/ RCBE:XT P. PEEZLER

Roter: P. Peetler

/s/ J. MICHAZL KIRXSEY

<. Michael Kirksey

/s/ MICHAEL L. MORRISON

Micrge. L. Mor-son

/s/  JAMES M. LAPEYRE, JR.

James M. Lzpeyrs, Jr.

/s/  BRUCE S. AFPELBAUM

Brace 8. Anpelbzum

/s/ THEODOEE 4. ZLL:OTT, JR.

Theodere H. Ellic, Jr.

Capacities

President, Chief Executive Officer and
Director {Principal Executive Officer)

Executive Vice President and
Chief Financial Officer
(Principal Financial Officer)

Controller and Director of Accounting
{Principal Accounting Officer)

Chairman of the Board of Directors and
Director
Director

Director
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Date

March 16, 2005

March 16, 2005

March 16, 2005

March 16, 2005

March 16, 2005

March 16, 2005




Narze

/s/ FRANKLIN MYERS

Franklin Myers

/s/ S. JAMES N3iLSON, JR.

S. James Nelson, Jr.

/s/{ JOHN N. SEITZ

John N. Seitz

/s/  SAM K. SMITH

Sam K. Smith
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Capacities

Director

Director

Director

Director

Date

March 18, 2005

March 14, 2005

March 15, 20C5

March 16, 20C5
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Report of Independent Registered Public Accounting Firm

To Board of Directors and
Stockholders of Input/Output, Inc.:

We have completed an integrated audi: of Input/Output, Inc. and Subsidiaries’ 2004 consolidated
financial statements anc of its internal control over financia: reporting as of December 31, 2004 and audits of
its 2003 and 2002 consclicated financial statements in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Our opinicrs, based cn our audits, are presented below.

Consolidated financial statements and financial statement schedule

In our opinion, the consolidated financial statements listed in the accompanying index, present fairly, in
all material respects, the financial position of Input/Output, Inc. and its subsidiaries at December 31, 2004
and 2003, ard the resuits of their operations and <heir cash flows for each of the three years in the period
ended December 31, 2004 in conformity with accounting principles generally accepted in the United States of
America. In addition, in our opinion, the financial statement schedule listed in the accompanying index
presents fairly, in all material respects, the information set forth therein when read in conjunction with the
related consolidated financial statements. These financial statements and financial statement schedule are the
responsibility of the Ccmpany’s management. Our responsibility is to express an opinion on these financial
statements ard financia. statement schedule based on our audits. We conducted our audits of these statements
in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether tie
financial statements are free of material misstatement. An audit of financial statements includes examining, on
a test basis, evidence suoporting the amounts and disclosures in the financial statements, assessing tae
accounting principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our zudits provide a reasonable basis for our opinion.

As discussed in Notz 1 to the consolidated financia’ statements, in 2002, the Company changed :ts
accounting for goodwill as a result of adopting the provisions of Statement of Financial Accounting Standarus
No 142 “Goodwill and Other Intangible Assets.”

Internal conirol over financial reporting

Also, in our opinicn, management’s assessment, included in Management’s Report on Internal Control
Over Financial Reporting appearing under Item 9A, that the Company maintained effective internal control
over financial reporting as of December 31, 2004 based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponscring Organizations of the Treadway Commission
(COSOQ), is fairly stated, in all material respects, based o2 those criteria. Furthermore, in our opinion, the
Compzny maintained, in a!ll material respects, effective internal control over financial reporting as of
December 3:, 2004, based on criteria established in Internal Control — Integrated Framework issued by the
COSO. The Company’s management is responsib.e for maintaining effective internal contro! over financial
reporting and for its assessment of the effectiveness ¢f internal control over financial reporting. Our
responsibility is to express opinions on managemert’s assessment and on the effectiveness of the Company’s
internal control over firancial reporting based on cur audit. We conducted our audit of internal control over
financial reporting in accordance with the standards of the Pubiic Company Accounting Oversight Board
(United States). Those standards require that we »lan and perform the audit to obtain reasonable assurance
about whether effective internal contrel over financial reporting was maintained in all material respects. An
audit cf internai contro. over financial reporting includes cbtaining an understanding of internal control over
financial reporting, eva'uating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we consider necessary in thae
circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonatle
assurance regarding the reliability of financial repor:ing and the preparation of financial statements for exterral
purposes in accordance with generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (i) pertain to the maintenance of records that,
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in reasonable d=ta’, eccurately and fairly reflect the trarnsactions and dispositions of the assets of the company;
(ii) previde rezsorat s essurasce that transactions are recorded as necessary to permit preparation of financial
statements in 2ccerdezce with generally accepted accounting principles, and that receipts and expenditures of
the coripany zre being made vn]y in accordance with authorizations of management and directors of the
company; anc (i} provide rezsonable assurance regarding prevention or timely detection of unauthorized
acquisition, usz, ¢r Csocsiticn of the company’s essets that could have a material effect on the financial

statements.

Because ¢ its inaerent P¥maitations, internal centroi over financial reporting may not prevent or detect
misstatements. A:fo, wroiections of any evaluation of eifectiveness to future periods are subject to the risk that
controls may zeceme Inadequate because of changes in conditions, or that the degree of compliance with the

policies or pre "3d1:es mey deteriorate.

As desct:sc 1 ideragement’s Report on Internai Cortrol Over Financial Reporting, management has
excluded GX Techacisgy Corporation (GXT) from its assessment of internal control over financial reporting
as of Decembe: % 2004 ecause it was acquired by the Company in a purchase business combination during
2004. We have airo exciuded GXT from our audit of in‘ernal control over financial reporting. GXT is a
wholly-owned subsidizry whose total assets and total reverues represent 39% and 18%, respectively, of the
related consoiicated “nancial statement amounts as of anc for the year ended December 31, 2004.

PricewaterhouseCoopers LLP

Houstor, TX
March 16, 20C5




INPUT/OUTPUT, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

ASSETS
Current assets:
Cash ancd cash equivalenis . ........c.. . i
Restricted Cash .. ..o
Accounts receivable, met .. ... e
Current portion notes receivable, net.......... . ... i
Unbilled revenue .. ... ... e
InVentories . o e
Prepaid expenses ard other current assets ........... ... . .

Total current assets .. ... i
NOteS TECRIVAD . . oot
Net assets neld for sa e . ... i i i
Property, plart and ecuinment, net . ... . e
Multi-client data Librey, net .. ... o
Deferred InCome taXes . . oottt e e
Investment al CoSt ... o it e
Goodwill L ..

Total £8SEtS . o

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current lighilities:
Notes payable and current maturities of long-term debtt and lease obligations
Accounts payable . . ...
ACCTUETE EXPETISES .+« v v v e et ettt ettt e et et e e e
Deferrec revenue . ... ...t

Total current HaZilities ... ... .
Long-term: debt and !ease obligations, net of current maturities ...............
Other long-term labilities. ....... ... ... . i
Commitments and ccatingencies (Notes 18 and 22)

Stockholders’ equity:

Cemmon stock, $.C1 par value; authorized 100,000,000 shares; cutstanding
78,561,675 shares at December 31, 2004 and 51,390,334 shares at
December 31, 2003, net of treasury steck. .. ... . o

Additioral paid-in capital . ... . ...

Accumulated deflcit. ... o e

Accumulated othe: comprehensive INCOME. ... ..ot vv e

Treasury stock, at cost, 784,009 shares a: December 31, 2004 and
777,423 shares 22 December 31, 2003 .. ... ... ...

Unamortized restricted stock com»ensation ..............................
Total stockholdess’ ecuity ... ..o i
Total habilities and stockholders’ equity ........... .. ... i,

December 31,

2004

2003

(In thousands,
except share data)

$ 14935 § 59,507
2,345 1,227
61,598 34,270
10,734 14,420
7,309 —
86,659 53,551
7,974 3,703
191,604 166,578
4,143 6,409

— 3,331
45,239 27,507
9,572 —
480 1,149

3,500 —
147,066 35,025
77,512 9,105

$ 479,116  § 249,204
$ 6564 § 2,687
40,856 12,531
26,686 15,833
8,423 2,060
82,529 33,111
79,387 78,516
2,688 3,813

795 522
480,845 296,663
(161,516)  (158,537)
2,449 1,292
(5,844) (5,826)
(2,217) (35C)
314,512 133,764

$ 479,116  § 249,204

See accompanying Notes ‘¢ Consolidated Financial Statements.
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INPUT/OUTPUT, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

Net sales . ...
C08t 0T 8aleS oo

GIOSS PrOSt . oot

Operating expenses {Inceme):

Research anc develcpment . ... .. . L
Marksting end sales. . ... o
General and adminisirative .. ...l
{(Gain) losscn sziz of assets .......... .. .ot
Impairmen: of leng-fived assets ............ .
Goodwill IMpalrment . . o

Total operating CiPSnses . ..ot

Income (loss) o CZerafions . ... i

Interest eXpense .. ...t
Interest iNCOre. . ... . i i e
Fair value adjusimant and exchange of warrant obligation . . ..
Impairment of lnvestent. .. ..o o o
Other INCOME {2XPanse) oo i e

Loss before income taxtes ... L
TNCOME LaX @XD2MEE L o vttt et ie et i e e

Nt 1088 . ittt
Preferred dividend ... ... . .

Ne* loss applicesle to common shares ....................

Basic and diluted lcss per common share .. ... oL

Weighted average rumer of ccmmon and diluted shares

outstanding . ... ..

Years Ended December 31,

2004 2003 2002
(In thousands, except share and per share data)
247299 § 150,033 $ 118,583
175,705 122,192 101,018
71,594 27,841 17,565
19,611 18,696 28,756
23,758 12,566 11,218
29,748 16,753 19,760
(3,980) (291) 425
— 1,120 6,274
— — 15,122
69,137 48,844 81,555
2,457 (21,003) (63,990)
(6,231) (4,087) (3,124)
1,276 1,903 2,280
— 1,757 3,252
—_ (2,059) —
220 685 {373)
(2,278) (22,804) (61,955)
701 348 56,770
(2,979) (23,152) (118,725)
— — 947
{2979) § (23,152) § (119,672)
0.05) $ (0.45) $ (2.35)
65,960,967 51,236,771 51,014,503

Sze eccomvanying Notes to Consolidated Financial Statements.
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INPUT/OUTPUT, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31,

2004 2003 2002
{In thousands)
Cash fows from operatirg activities:
Adjustments tc reconcile net loss to net cash (used in) provided by operating
activities:
Nt 1085 v e e e e e $ (2,979) §$(23,152) $(118,725)
Depreciatior: and arortization (other than multi-client library) . ....... ... 18,345 11,444 13,237
Amortization of muiti-client library ........ . ... ... .. L. 6,323 — —
Fair value adjustme~t and exchange of warrent obligation................ — (1757} (3,252)
Impairment of long-lived assets. ............ ..o, = 1.120 6,274
Goodwill Impairmert .. ... ... . i e — — 15,122
Write-down of rentzi equipment . ...t — 2,500 —
Impairment of invesiment in Energy Virtual Partrers, Inc. (EVP) ........ — 2,059 —
Amortization of resricted stock and other stock compensation............ 925 (222) 417
Deferred income tas .. .. ..ottt e -— — 58,843
Bad debt expense .. ... e 6,346 569 2,701
(Gain) loss on disposal 0f fixed assets ... ... (3,980) (291) 425
Change in operating assets and liabilities:
Accounts and notes receivable . .. ... ... .. (27,849)  (17,059) 14,338
Unbilled reVenUe .. ... e 1,406 — —
InNVentories . ..ot e (40,508) (4,877) 19,423
Accournts pzyable and accrued expenses. ... ... ..o 21,569 (4,714) (109}
Deferred revenue . ... ..o i (123) (2,815) 2,984
Gther assets and leoilities .. .. ... . 482 4,125 1,974
Net cash (used in) provided by operating activities ................... (20,043)  (33,070) 13,652
Cash ows from investing activities:
Purchase of property, nlant and equipment .............. ... ... ... ... (5,022) (4,587) (8,230)
Investmert in multi-client data library . ........... ... ... ... ... (4,168) —_ -
Proceeds from the sale of fixed assets. . ..........o i 4,762 490 —_
Proceeds from collection of long-term note receivable ..................... 5,800 — —
Business 2cquisitions . ... .. ... (176,850) (1,267) (3,151
Cash of acquired businesses . .........oviiiiiiiin i 2,193 — 501
Disposition of Appliec MEMS ... ... .. (513) — —
Investme=t in and liquidation of EVP . ... ... . . 117 (2,167) —
Net cash used in investing activities . ... ......coviv i, (173,681) (7,531) (10,880)
Cash flows from financing activities:
Ne: procezds from issuance of long-term debt ........................... 56,550 —
Payments on 1otes peyable, long-term debt and lease obhgat:ons ............ (6,341)  (34,237) (2,550)
Denosit to secure a letter of credit .. ....... .. . il — (1,500) —_
Payments of preferrec dividends . .................oiiiiiiii, — —_ {411)
Purchase of treasury stock . ... . o i (98) (81) {160)
Prcceeds from employee stock purchases and exercise of stock options.. ... .. 5,482 470 1,815
Net proceeds from issuence of commen stock........ ... ... oot 150,066 — —
Payments to repurchzse preferred stock . .......... . ool — — (3C,000)
Net cash provided by (used in) financing activities ................... 149,109 21,202 (31,306)
Effect of change in foregn currency exchange rates ¢a cash ard cash
CQUIVALETIIS .« .t e et e 43 2,688 3,385
Net decrease in cash and cash equivalents.............. ... ... ... .. .... (44,572)  (16,711) (25,148}
Cash and cash equivalents at beginning of period . .......................... 59,507 76,218 101,367
Cash and cesh equivaleats at end of period ... ... $ 14935 $ 59,507 §$ 76,218

See accompanying Notes 2o Consolidated Financial Statements.
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INPUT/OUTPUT, INC. AND SUBSIDIARIES

CONEDLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND

COMPREHENSIVE INCOME (LOSS)
Years Ended December 31, 2004, 2003 and 2002

Balance at January 1, 2002
Comprehensive loss:
Netloss. . o.ovviviii ...
QOther comprehensive income:
Translation adjustment .............

Total comprehensive loss . ..., ..
Amortization of restricted stock
COMPENSAtion +......oovveeeenon...
Issuance of restricted stock ewards .. ...
Cancellation of restricted stock awards . .
Purchase treasury siock. . .............
Preferred dividend ...................
Repurchase and exchange of arefermed
stock ...
Exercise of stock ontions
Issuance of stock for the Employce
Stock Purchase Plan ...............

Balance at December 31, 2002 ..........
Comprehensive loss:
Netloss...........o.ooiiiiv
Other comprehensive income:
Translation adjusiment .............

Total comprehensive foss .............
Amortization of restricted siock
compensation .....................
Issuance of restricted stock awards .. ...
Cancellation of restricted stock avards ..
Purchase treasury stock...............
Exchange of warrant obligation ........
Issuance of stock for the Emzioyee
Stock Purchase Plan ...............
Issuance of treasury stock.......... ...

Balance at December 31, 2003
Comprehensive loss:
Netloss. . cvviiinn i,
Cther comprenensive income:
Translation adjustment .............

Total comprekensive 10ss .............
Amortization of restricted steck
compensation ................ ...,
Issuance of restricted stock awards ... ..
Issuance of restricted stock units.......
Cancellation of restricted stcck awards . .
Purchase treasury stock...............
Exercise of stock options
Modification of stock option avards .. ..
Assumption of GXT stock o3iions
Issuance of common stock ............
Issuance of commor: stock i business
acquisition. ...l
Issuance of stock for the Employec
Stock Purchase Plan . ..............
Issuance of treasury stock.............

Balance at December 31, 2004

g:!m u:;:fg;'e Accumulated Unamortized
Preboreed Stock c Stock  Additional Other Restricted Total
Telered S1oC ommon Stock Paid-In  Accumulated Comprehepsive Treasury Stock Stockholders'
Sharzs  Amount Shares Amsunt  Capital Deficit Income (Loss) Stock  Compensation Equity
(In thousands, except share data)

............. 55600 $ 1 50,865,729 $516 $360,147 $ (15,713) $(7,499) $(5,769) § (646) $ 331,037
— — — — —  (118,725%) — —_ — (118,725)

— — — — — — 5,119 — — 5,119
(113,606)

— — - — — - — — 417 417

— — 28,450 — 276 — — — (270) -

— — (20,000) — (158) — — — 158 —
— — (40,000) — — - — (160) — (160)
— — — — — (947) — — - (947)
(55,000 (1) — — (66,069) — — — — (66,070)
............. — 126,884 2 990 — — — — 992
- = 117,876 822 — — — — §23

— — 51,078,939 519 296,002 (135,385) (2,380) (5,929) (341) 152,486
— — — — (23,152) — — — (23,152)

— — — — — — 3672 — — 3,672
(19,480)

— — - — - — — —_ 498 498

— — 260,038 2 1,047 — — — (1,049) —
— — (206,640) (2) (1,259) —_ — — 542 (719)
— —_— (16,939) — — — - (81) —_ (81)

- — 125,000 1 441 —_ _ — _ 442

— — 127,122 2 468 — — —_ — 470

- — 22,814 — (36) — — 184 — 148

.......... — — 51,390,334 322 296,663 {158,537) 1,292 (5,826) (350) 133,764
— —_ — —_ {2,979) —_— - — (2,979)

-— — — — — —_— 1,157 - — 1,157
(1,822)

— — — — —_ — — — 801 801

— — 290,500 3 2,770 — — — (2,773) —

— — — — 48 — —_ — — 43
— — (24,562) — (134) — — — 105 (29)
— — (16,651) — — — — (98) — (98)

............. — — 2,220,674 23 5,138 — — — — 5,161
— — — —_ 795 — — —_ — 795

..... —_ — — — 14,637 — — — — 14,637

— — 22,928,700 229 149,837 — — — — 150,066

— — 1,680,000 17 10,746 — — — — 10,763

— — 82,615 1 320 — — — - 321

- 10,065 — 25 — — 80 — 105

.......... —_ §_—: 78,561,675 $795  $480,845 §(161,516) $ 2,449 $(5,844) $(2,217) $ 314,512

See accompanying Notes to Consolidated Financial Statements.
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INPUT/OUTPUT, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(1) Summary of Significant Accounting Policies

General Description and Principles of Consolidation. Input/Qutput, Inc. and its wholly owned subsidi-
aries offer a full suite of related products and services for seismic data acquisition and processing, including
products incorporating traditional analog technologies and products incorporating the proprietary VectorSeis,
True Digital technology. The consolidated financial statements include the accounts of Input/Output, Inc. and
its wholly owned subsidiaries (collectively referred to as the “Company” or “I/0”). Inter-company balances
and transactions have jeen eliminated.

Use of Estimates. The preparation of financial statements in conformity with accounting principles
generally accepted in tae United States of America requires management to make estimates and assumptions
that affect the reportec amounts of assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Significant estimates are made at discrete
points in time based on relevant market information. These estimates may be subjective in nature and invoive
uncertainties and matters of judgment anc therefore cannot be determined with exact precision. Areas
involving significant est‘mates include, but are not limited to, accounts and notes receivable, inventory
valua‘ion, multi-client data libraries, goodw:ll va uation, deferred taxes, and accrued warranty costs. Actual
results couid differ frem those estimates.

Cash and Cash Equivalents. The Company conside-s all highly liquid debt instruments with an original
matusity of three months or less to be cash equivalents. At December 31, 2004 and 2003 there were
$2.3 million and $1.1 million, respectively, of rest-icted cash used tc secure standby and commercial letters of
credit.

Accounts and Notes Receivable. Accounts and noies receivable are recorded at cost, less the related
allowance for doubtfu. accounts and notes. The Compary considers current information and events regarding
the customers’ ability to repay their obligatiors, such as the length of time the receivable balance is
outstanding, the custcmers’s credit worthiness and historical experience. The Company considers an acccunt
or note to be impaired when it is probable tha: the Company will be unable to collect all amcunts due
according to the con‘ractual terms. When an account or note is considered impaired, the amount of the
impairmert is -neasursd based on the present value of expected future cash flows or the fair value of collateral.
Impairment losses (recoveries) are included in the allowance for doubtful accounts and notes through an
increase (Cecrease) iz bad debt expense.

Notes receivable are collateralized by the products sold and bear interest at contractual rates ranging
from 5.1% to 8.0% per year. Cash receipts on impaired notes are applied to reduce the principal amount of
such notes until the principal has been recovered and are recognized as interest income thereafter. The
Company recerds interest income on investments in notes receivable on the accrual basis of accounting. The
Company does not accrue interest on impaired lcans where collection of interest according to the contractual
terms is considered coubtful. Among the factors the Company considers in making an evaluation of the
collectibility of interest are: (1) the status of the “oan, (ii} the fair value of the underlying collateral, (iii) the
financial condition of the borrower and (iv} anticipated “uture events.

Inveniories. Invertories are stated at the ‘ower of cost (primarily standard cost, which approximates
first-in, first-out methkod) or market. The Company provides reserves for estimated obsolescence or excess
inventory equal to the difference between cost of inventory and its estimated market value based upon
assumptions about future demand for the Company’s products and market conditions.
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iNPUT/OUTPUT, iNC. AND SUBSIDIARIES
HOTES TO COMSOLIDATED FIMANCIAL STATEMENTS (Continued)

Property, Plant Cﬂd dquzpment Property, plant and equipment are stated at cost. Depreciation expense
is provided streight-iize cver the following estimated useful lives:

Years
Machinery ard eoumipment. . .t 3-8
BUiidings . .. e 12-20
Leased equipment 80 Ola8T . .\ttt e 1-10

Expenditurss for renewals and betterments are capitalized; repairs and maintenance are charged to
expense as incurred. The cost and accumulated depreciation of assets sold or otherwise disposed of are
removed from e acccurnts and any gain or loss is reflected in operations.

The Company periodically evaluates the net reziizable value of long-lived assets, including property, plant
anc equipment, relving on & aumber of factors inciuding operating results, business plans, economic
projecticns and anticizated future cash flows. Impairment in the carrying value of an asset held for use is
recognized whernever exnticipated future cash flows {undiscounted) from an asset are estimated to be less than
its carrying value. The amcunt of the impairment recognized is the difference between the carrying value of

the asset and its fair vaivs.

Multi-Client Data Library.  The multi-client data iibrary consists of seismic surveys that are offered for
licensing to customers cn a nonsxclusive basis. The capitalized costs include costs paid to third parties for the
acquisition of date enc -elated activities associated with the date creation activity and direct internal
processing cosis, such s sziaries, denefits, computer-related expenses and other costs incurred for seismic data
project design end mazagement. For the year ended December 31, 2004, the Company capitalized, as part of
its multi-client <atz litrary, approximately $2.0 million of direct internal processing costs. At December 31,
2004, muiti-cliznt czia ibrary creation and accumulated amortization consisted of the following:

December 31,

2004
Gross cosis of multi-client €ata Creation .. ...t e $15,895
Less accumulazed amortiZation ... ... vttt e (6,323)
1 O $ 9,572
During the zequisizion and processing phase, the Company amortizes costs using the percentage of actual

pre-funding revezue o the total estimated revenue multipliec by the estimated total cost of the project. Once
a multi-cient deta Ibrary is avaliable for commercial szle, the Company amortizes the remaining costs using
the greater of (1) the ne-centage of actual revenue io the total estimated revenue multiplied by the estimated
total cost of the ~emaining =roject or (ii) a straight-line basis over the useful economic life of the data. The
straight-line amcrtizeticn zeriod for 2-D projects is two years and three years for 3-D projects.

The Company csiimetes the ultimate revenue expected to be derived from a particular seismic data
survey over its estimated useful sconomic life to determine the costs to amortize, if greater than straight-line
amortizaijon. Tnat estimate is made by the Company at the project’s initiation and is reviewed and updated
periodically. If, during a1y such review and update, the Company determines that the ultimate revenue for a
survey is expected to e less than the original estimate of total revenue for such survey, the Company increases
the amortizatior rate eiirisutabie to future revenue from such survey. In addition, in connection with such
reviews and updztes, the Compeny evaluates the recoverability of the multi-client data library, and, if required
under Statement of /\c unting Standards (SFAS) No. 144 “4cecounting for the Impairment and Disposal of

>3

Long-Lived Assets,” records and Impairment charge with respect to such data.

Computer Sgftware. in February 2004, the Company acquired Concept Systems Holding Limited
(Concept Systems). A portion of the purchase price was allccated to software available for sale and included
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within Intangibic and Other Assets, net. The capitalized costs of computer software is charged to costs of
goods sold in the perio< sold, using the percentage of actual sales to the total estimated sales multiplied by the
total costs of the software. Software is also subjec: to a minimum amortization amount equa: to the software
costs divided by its rermaining estimated ecoromic life of seven years. At December 31, 2004, the total cost of
software wes $.4.1 mi'lion, less accumulated amortization of $1.6 million.

Investments. Investments are accounted fo- under the cost method. The Company reviews its invest-
ments for impeirment whea it is estimated that he fair value of an investment has fallen below the then-
current carrying amouat. When the Company dezms the decline to be other than temporary, the Company
records an impairment charge for the differerce between tae investment’s carrying value and its estimated fair
value at the time.

Financial Instruments. Fair value estimatzs are made at discrete times based on relevant market
informatior.. These esiimates may be subjective in nature and involve uncertainties and matters of significant
judgment end, therefore, cannot be determined with precision. The Company believes taat the carrying
amount of ‘ts cash anc cash equivalents, accounts and notes receivable and accounts payable approximate the
fair values 2t those daes. The fair market vaiue o7 the Company’s notes payable and long-term debt (all fixed
interest rates} was $15C.1 million and $100.3 milion at December 31, 2004 and 2003, respectively.

Goodvill and Oti.er Intangible Assets. The Company performs an annual impairment test at fiscal year
end for goodwill. Goodwill is allocated to reporting urits, which are either the operating segment or one
reporting level below “he operating segment. For purposes of performing the impairment test for goodwi:l as
required by SFAS Nc. 142, the Company established tze following reporting units: Land Imaging Systems,
Sensor Geophone, Marine Imaging Systems, Data Manzagement Solutions and Seismic Imaging Soluticns.

SFAS No. 142 requires the Cempany to compare the fair value of the reporting unit to its carrying
amount or: an annua. basis to determine if therz is potential goodwill impairment. If the fair value of the
reporting unit is less than its carrying value, an impairment loss is recorded to the extent that the fair valve of
the goodwill within the reporting urit is less than its carrying value. To determine the fair value of their
reporting tnits, the Company uses a discounted future returns valuation method.

Durirg the third quarter of 2002, the Company performed an interim impairment test on its then analog
land products reportizg unit and recorded en impairmer? charge of $15.1 million. The need for this interim
impairment test was arecipitated by a continued weakness in the traditional analog land seismic markets anc
the fnancial conditio= of many of the seismic cortractors, coupled with an anticipated decrease in demand for
analog prcducts. The annual impairment assessment performed at December 31, 2004, 2003 and 2002 resultec
in no impeirment of the Company’s goodw:Il.

Intangible assets other than goodwill relate to pron-ietary technology, patents, customer lists, customer
relationships, trade nzmes and non-compete agreements and are included in Intangible and Other Assets, net.
The Company reviews the carrying values of these intangible assets for impairment if events or changes in the
facts and circumstances indicate that their carrying value may not be recoverable. The carrying value of ar.
intangible asset is no” recoverable if it exceeds the sum of the undiscounted cash flows expected to result “rom
use of the intangible asset. Any impairmen: determinec is recorded in the current period and is measured by
comparing the fair vzlue of the related asset to its carrying value.
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Intangitls assets are amortized primarily on a straight-line basis over the following estimated useful lives:
Years
PrOPIIEIarY 18CTHN0ICEY « o oo ettt i et e 4-7
OIS . L et e 5-18
CUSIOMIET I8 o e &
CUStOmer TEIAIOMSIUDS .ttt e e e 15
TON-COMDEIS BETEEIMIERIS « ottt vttt ettt e ettt et e e e 2
TG ETMIES L . it 5

Revenue Recognition and Product Warranty. Revenue is derived from the sale of data acquisition
systems and cther seismiic ecuipment as well as from imaging services. For the sales of data acquisition
systers, the Company follows the requirements of SOP 97-2 “Software Revenue Recognition,” and recognizes
revenue when the system is Celivered to the customer and risk of ownership has passed to the customer, or, in
the limited czse wiere a cusiomer acceptance clause cxists in the contract, the later of delivery or when
customer accoptence is cbtained. For the sales of other seismic equipment, the Company recognizes revenue
when ‘he eguiprert is shipred and risk of ownership has nassed to the customer.

Revenues from: 2l services are recognized when persuasive evidence of an arrangement exists, the price is
fixed cr determinznle and colectibility is reasonably assured. Revenues from contract services performed on a
day-re’e basis are rcccgnju as the service is performed. Revenues from other contract services, including
pre-funded multi-ciert surveys, are recognized as the seismic data is acquired and/or processed on a
proportionate bas’s es werk is performed. Multi-cliernt data surveys are licensed or sold to customers on a non-
transicrable zsis. Revenues ¢ completed multi-client data surveys are recognized upon obtaining a signed
licensing agrecrrcm end providing customers access to such data.

Tze Co:‘:t)a-:v corsiders thae proportionate basis t¢ be the mest reliable and representative measure of
progress on centract services. At initiation of a project, the Company performs a detailed analysis of the
estimated cosls c...d curetion of the project. As work progresses, the Company assesses the proportionate basis
by comparirg the zciuel progress, which is based upon costs incurred and work performed to date, to the
estimated progress of the oroject. Accordingly, changes in job performance, job conditions, estimated
profitahility, contract price, cost estimates, and avaiiaoility of human and computer resources are reviewed
periodically as t11° worg progrssses and revisions to the proportionate basis are reflected in the accounting
period in which tae facts thet require such adjusiments become known. Losses on contracts are recognized
during the pericd in wiich the loss first becomes probzble and can be reasonably estimated. The asset
“Unbilled Revenue” resresents revenues recognized in excess of amounts billed. The liability “Deferred
Revente” represents emounts billed in excess of revenues recognized.

When sgparzie clerments such as a data acquisition system, other seismic equipment and/or imaging
services are centzincd in a single sales arrangement, or in related arrangements with the same customer, the
Company anccates msvenue to each element based on its reiative fair vaiue, provided that such element meets
the criteria for treaiment as 2 separate unit of accounting. The Company limits the amount of revenue
recognition “or delivered ele::ents to the amount taet is net contingent on the future delivery of products or
services. The Corpany generelly does not grant return or refund privileges to its customers.

T-e Company generaiiy warrants that its manufactured equipment will be free from defects in
workmanshiz, matsrie! end pests. Warranty periods generally range from 90 days to three years from the date
of original purchass, dezending on the product. The Company provides for estimated warranty as a charge to

costs cf sales at the time of sale.

\.

Research and Zevelopiment. Research arnd development costs primarily relate to activities that are
desigred to impreve the quallty of the subsurface image and overali acquisition economics of the Company’s
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customers. The costs associated with these activities are expensed as incurred. These costs include prototype
material and field testing.ezpenses, along wita the relatec salaries, Zacility costs, allocated corporate costs,
consulting fees, tools and ed/iipment usage, and othar misce laneous expenses associatec with these activities,

Income Taxes. Income taxes are accourted for unde- the iabiity method. Deferred income tax asse’s
and liabilities are recogr.ized for the future tax consequences attributeble to differences between the f£nancial
statement carrying amo=n’s of existing assets and ’abilities and their respective tax bases and operating loss
and tax cred:: cerry-forwards. Deferred income tax assets and liabilities are measured using enacted tzx rates
expected to apply to taxable income in the years in whic: those temporary differences are expected to be
recoverad or sett.ed. The Company reserves for susstaniia’ y all net deferred tax assets and will continue Zo
reserve for substantially ail net deferrec tax assets until t2ere is sufficient evidence to warrant reversal (see
Note 15 of Notes to Consolidated Financial Statzments). The effect on deferred income tax assets ard
liabilities of a change ir. tax -ates is recognized in ‘ncome n the periocd that includes the enactment date.

Costs Associated witk Exit or Disposal Activities. 1in June 2062, the Financial Accounting Stendards
Board {FASB) issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities,”
which addresses financial accounting and reporting for ccsts associzted with exit or disposal activities ard
nullified Emergirg Issues Task Force (EITF) Issue Ne. 24-3, “Liability Recognition for Certain Employee
Termination Benefits ard Other Costs to Exit an Activity (including Certain Costs Incurred in a Resiructur-
ing).” SFAS No. 146 requires that z liability fcr a ces? associated with an exit or disposal activity is
recognized waen the liasilty is incurrec. Under EITF Issue 94-3, a lizbility for an exit cost was recogrized at
the date of ar entity’s commi‘ment to an exit plan. "he Company adonted the provisions of SFAS No. 146 for
all exit or disposal activ’ties “hat were Initiated after December 31, 2002. For all exit and disposal activities
that were initiated on or tefore December 31, 2002, the Company continued tc follow EITF No. 94-3.

Comprehensive Ne: Income (Loss). Comprenensive net income (loss), consisting of net income (loss)
and foreign currency trznslation adjustments, is presented in the Consolidated Statements of Stockholders’
Equity and Comprehensive Income (loss). Thke balance in accumulated other comprehensive income (loss)
consists of fereign curreacy translation adjustments,

Net Income (Loss, per Common Share. Basic net income (loss) per common share is computed by
dividing net income (loss} applicable to common siares by the weigiited average number of commor. shares
outstanding curing the period. Diluted net income {loss) per common share is determined on the assumpticn
that oustanding dilutive stocik options kave been exercisec and the aggregate proceeds were used to reacquire
common stock using the average price of such common stock for the period. The total number of options
outstanding 2t December 31, 2004, 2003, and 2002 were 7,313,600, 5,588,832 and 4,998,043, respectively. ‘n
addition, dilutec net income (loss) per common share zssumes the conversion to common shares of the
Company’s cutstanding cenvertible senior notes, which represents 13,888,890 total common shares. Besic ard
diluted net income (loss) per share are the same for the yeass ended December 31, 2004, 2003 and 2002, as 21l
potential commen shares were anti-dilutive.

Foereign Currency Gains and Losses.  Assets and lebilities of the Company’s subsidiaries operatirg
outside the United States which account in a fanctional currency other than U.S. dollars have been translated
to U.S. dollars using the exchange rate in effect at the balence sheet date. Results of foreign operations have
been translazec using the average exchange rate during the pericds of operation. Resulting translation
adjustments have been recorded as a component of “Accumulated Other Comprehensive Income (Loss)” ‘n
the Consolidzted Stateraents of Stockholders’ Equity and Comprehensive Income (Loss). Foreign currency
transaction gains and Icsses are included in the Censolideied Statements of Operations as they occur. Total
foreign curreacy transaction gains (losses) were $(0.1) million, $0.6 million, and $0.2 million, for the years
ended Decertber 31, 2C34, 2003 and 2002, respectiveiy.
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Concentration and Foreign Sales Risk. The Compary relies on a relatively small number of significant
customers. Tensecuently, the Company is exposed to the risks refated to customer concentrations. In 2004
erd 2303, ZCP. en interretional seismic contractor and subsidiary of the China National Petroleum
Corperation {3C2}, accounted for approximately 15% and 28%, respectively, of the Company’s consolidated
ret sa’es, Total zecounts receivable due from 3GP at December 31, 2004 and 2003 were $10.6 million and
$8.8 million, respectively.

Seles cuiside the United States have historically accounted for a significant part of the Company’s net
sa_es. Foreign sa'ss are sublect to special risks inherent in doing business outside of the United States,
inclucing the risx ¢f war, civil disturbances, embargo and government activities, which may disrupt markets
anc 25zt operating resuniis.

Demand for preducts from customers in developing countries is difficult to predict and can fluctuate
signifcantly rom yeer to year. These changes in demand result primarily from the instability of economies and
governments in cerizin develcving countries, changes in internal laws and policies affecting trade and
investment, end teccuse those markets are only beginning to adopt new technologies and establish purchasing
practicss. T r_ese risis may acversely affect future operating results and financial position. In addition, sales to
custorcers in developing countiries on extended {erms can present helghtened credit risks.

compazny to zgont a falr value based method of accounting for its stoeck-based compensation plans, or to
centirve to follow {ze intrinsic value method of accounting prescribed by Accounting Principles Board (APB)
Ooinica No. 25, Acc'"w? mg Jjor Stock Issued to Emplovees”. The Company has elected to continue to follow
APE Coinion No. 25. IF the Company had adepted SFAS No. 123, net loss, basic and diluted loss per
commer share for the veriods presented would have been increased as foliows (in thousands, except per share
amgunis):

Stock-Eased Comn p ensation. SFAS No. 123, “Accounting for Stock-Based Compensation” allows a

Years Ended December 31,

2004 2003 2002

Net loss enpliceble to common shares .................... $(2,979) $(23,152) $(119,672)
Ac: Steck-besed empl oyee compensation expense inciuded

n reporied net icss appiicable to common shares.. ... .. .. 1,720 {222) 417
Deduct: Sioci-tased ems:! cyse compensation expense

determined under f ir veiue methods for &if awards . ... ... $(5,040) $ (2,463) $ (3,531)
Pro forme N6 0SS . L L $(5,299) $(25,837) $(122,786)
Bes'c and diluied Ioss per common share — as reporied .. ... $ (005 $ (045) $ (235
Pro forma bzsic and diuted loss per common share ........ $ {0.10) $ (0.50) $ (2.4

The weigatsd averege fair vaiue of options granted during the years ended December 31, 2004, 2003 and
2002, for which the excreise price was equal to the market price of the Company’s common stock on the date
of gran:, was $4.55, $2.05, and $4.90, respectively. The fair value of options granted during the year ended
December 31, Z0C2, for which the exercise price exceeded the market price of the Company’s common stock
on ire date ¢ grart, was $1.46. The fair value of each option was determined using the Black-Scholes option
valuaticn mocel. The ey variebles used in valuing the options were as follows: average risk-free interest rate
based on 5-yeer Treesury bonds, an estimated option term of five years, $0 dividends and expected stock price
volatility of €0% during the years ended December 31, 2004, 2003 and 2002.

As farther discusse 2t Note 8 of Notes 10 Consolidated Financial Siatements, the Company sotd all of
the capitel steck of its wholly owned subsidiary, Appiiec MEMS, Inc. (Applied MEMS). As part of the
transaciicn, the Company modifed the outstanding stock options held by its Applied MEMS employees. The
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modification amended the terms of those opticns tc provide that the sale of Applied MEMS would not be a
termination event. Thersfore, these outstanding options mezintained their original vesting terms. Under the
provision of FASB Interpretation No. 44, “dccouniing for Certain Transactions Involving Stock Compensc-
tion”, the Company reccrded an expense of $0.8 miilion which represents the fair value of the stock options at
the modification date. This expense was netted within the gain on saie of Applied MEMS.

Recent Accounting Pronouncements. In January 2003, the FASB issued FIN No. 46, “Consolidation of
Variabie Interest Entities, an Interpretation of ARB No. 51”. The primary objective of the interpretation is ‘o
provide guidance on the identification of and finarcial reporting for entities over which control is achieved
througk meens other “hen voting rights; such entities ere known as variable-interest entities (VIEs}.
FIN No. 46 provides guidance that determines (a) whether consolidation is required under the “controllirg
financial interest” model of Accounting Research 3ulletin No. 51, “Consolidated Financial Statements,” or
other existing authoritative guidance, or, aiternctively, (b} whether the variable-interest mode: under
FIN No. 46 should be used to account for existing and new entities. In December 2003, the FASB completed
deliberations of nroposed modifications to FIN 46 {FIN 46-R) resulting in multiple effective dates based on
the nature as well as creation date of the VIE. FIN No. 46, as revised, has been adopted by the Company and
did not have an impact on the Company’s results of opera‘ions or financial position.

In December 2003, the SEC issued Staff Accounting Bulletin (SAB) No. 104, “Revenue Recognition”,
which supersedes SAB No. 101, "Revenue Recognition ir: Financial Statements.” SAB No. 104’s primary
purpose is te rescind accounting guidance ccntaired in SAB No. 101 related to multiple element revenue
arrangements, which was superseded as a result of the issuance of EITF 00-21, “dccounting for Revenue
Arrangements with Multiple Deliverables.” While the wording of SAB No. 104 has changed to reflect the
issuance of EITF 00-27, the revenue recognition principles of SAB No. 101 remain largely unchanged by the
issuance of SAB No. 04. The adoption of SAB No. 104 did not have a matenal effect on the Company’s
results of operations or financial position.

In March 2004, “he FASB issued EITF Issue No. 03-1, “The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investmenis” which provides new guidance for assessing
impairment losses on deb: and equity investments. Additionally, EITF Issue No. 03-1 included new disclosure
requirements for inves‘ments that are deemed tc be temnorarily impaired. In September 2004, the FASB
delayed the accounting orovisions of EITF Issue No. C3-1; however, the disclosure requirements remain
effective and have bezn adopted for the Company’s year ended December 31, 2004. The Company will
evaluzte the effect, if eny, of EITF Issue No. 03-1 when final guidance is released.

In November 2004, the FASB issued SFAS No. 151, “Inventory Costs — An amendment of ARB
No. 43, Chapter 4,” wkich requires that abnormal amounts of idle facility expense, freight, handling costs end
spoilage should be expensec as incurred and not includec in overhead, and that allocation of fixed production
overheads to cenversica costs should be based on norma: capacity of the production facilities. The provisions
in SFAS No. 151 are effective for inventory costs incurred during fiscal years beginning after June 13, 2603,
The Company does not believe that the adoption of SFAS No. 151 will have a significant impact on the
Company’s finzancial statements.

In December 20304, the FASB issued SFAS No. 123 (revised 2004) “Share-Based Payment”
(SFAS 123R), which replaces SFAS No. 123 and supersedes APB Opinion No. 25. SFAS 123R requires all
share-based pzyments to employees, inclucing grants ¢ employee stock options, to be recognized in the
financial statements bzsed on their fair values, beginning with the first interim or annual period after June i3,
2005, with early adoption encouraged. The pro forma disc'osures previously permitted under SFAS 123 will no
longer be an alternative to financial statement recogniticn. The Company is required to adopt SFAS 123R
effective as of the quarter beginning July I, 2005. Under SFAS 123R, the Company must determine the
appropriate fair value model to be used for valuing share-based payments, the amortization method for
compensation cost and the transition method to de usec at date of adoption. The transition methods inc_ude
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prospsctive and ratroactive zdoption options. Under the retroactive options, prior periods may be restated
either as of the beginaing of the year of adoption or for ail periods presented. The prospective method requires
that compensatica expense be recorded for all unvested stock options and restricted stock at the beginning of
tae first quarter ¢f edoption of SFAS 123R, while the retrcactive methods would record compensation expense
for al: unvested stcck ontions and restricted stock beginning with the first period restated. The Company is
evalugting the reculrements of SFAS 123R and expects that the adoption of SFAS 123R will have a material
impact on its consclidated resnits of operations and earnings per share. The Company has not yet determined
the method ¢f aceniica or the effect of adopting SFAS 123R, and has not determined whether the adoption
will result iz amcunis taat are similar to the current pro forma disclosures under SFAS 123.

Reclassification.  Certeln amounts previously reported in the consolidated financial statements have
been reclassifec ‘¢ conform o the current year preseniation.

(2) Acquisitiors

1z June ZOCf , the Company purchased ali the capital stock of GX Technology Corporation (GXT),
headcuarters< in Fcuston, Texas. GXT is a leading provider of seismic imaging technology, data processing
and sudsurface imeging services to oil and gas coripanies. The purchase price was approximately $152.5 mil-
lion, consistirz ¢73:37.% miiicn in cash, including acquisition costs, and the assumption of GXT indebtedness
end CXT sicck op::ors wrich, effective upon ine accu;sition date, became fully vested stock options to
purchase up 10 2,915,55C shares of 1/0 common stock, at a weighted average exercise price of $1.98 per share.
These assumed cpiicns had an approximate fair value of $14 6 miilion. The Company also issued to certain
GXT key ermsloyzes inducement options to purchase up to 434,000 shares of its common stock for an exercise
price of $7.5% per share (the then-current closing sales price per share on the New York Stock Exchange
(NYSE). The irducsment options vest over a four-year period. The Company acquired GXT as part of its
strategy to zxpand the ‘ang° of offerings it can provide to its customers. The combined company is now
positioned to offer ¢ range of seismic imaging solutions that integrate both seismic acquisition equipment and
seismic imaging erd £zia processing services.

I= February 2024, the Company purchased all the share capital of Concept Systems. Concept Systems,
basec in Edindursh, Scoddand, is a provider of sofiware, systems and services for towed streamer, seabed and
land seismic operaz’ons. The purchase price was approximately $49.8 million, consisting of $39.0 million in
cash, Including accuisition cests, and 1,680,000 shares of the Company’s common stock, valued at $10.8 mil-
lion. The Compazy 2.s0 issuec to certain Concept Systems key employees inducement options to purchase up
to 365,000 shares ¢f its common stock for an exercise price of $6.42 per share (the then-current closing sales
~ price per share ¢ (e WYSZE). The options vest over a four-year period. The Company acquired Concept
Systems as nert ¢f ig sirategy to develop solutions that integrate complex data streams from multiple seismic
sub-systems, ‘nciuding source, source control, positicning, and recording in all environments, including land,
towec streamer, and sezbed acquisition.

in July 2002, the Company acquired ali of the outstanding capital stock of AXIS Geophysics, Inc.
(AXIS). AXIS s 2 se smc data service company dase¢ in Denver, Colorado, which provides specialized
seismic daiz pI’CCC%SL g an< integration services {o major and independent exploration and production
companies. e ‘nit‘el purchase price was approximately $2.5 million in cash, including acquisition costs, and
a $2.5 miliien ¢ ee-yvar unsecured promissery note. The Company was obligated to pay additional
consideration 10 the former shareholders of AXIS at an amount equal to 33.33% of AXIS’ Adjusted EBITDA
fer the years endzd Descember 31, 2003, 2004 anc 2005, exceeding a minimum threshold of $1.0 million.
There was ne celling Jimitat’on to the maximum additicnal consideration which could have been paid under
this formula. in Azgust 20C3, the Company paic $1.3 million in additional consideration to settle all future
contingent oiigeticns. This edditional consideration was recorded as an increase to goodwill. The Company
acquired AXS cs samt of its strategy of deploying VecterSeis technology for land, in-well and ocean bottom
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environments, by allowiag the Company to cffer soth its VectorSeis technology and a related service cf
interpreting riuiti-compcnent data.

In May 2002, the Company acquired certzin assets of S/N Technologies (S/N) for $0.7 million cf cast.
The assets acquired frorz S/N included propriztary technology applicable to solid streamer products used to
acquire 2D, 3D and higa-resolution marine seismic data. Fowever, in May 2003 the Company determined
that it would no ionger continue the internal development ¢f the sclid streamer project. As suck, the acquired
assets of S/N were impaired and other assets associated with this project were written off as of March 37,
2003. See further discussicn of this impairmert at Note 1& of Notes ro Consolidated Financial Statements.

The acquisitions were accounted for by the purchase method, with the purchase price allocated to the fair
value of assets purchased and liabilities assumed. The aliccations of the purchase prices, including -elated
direct costs, for the acquisiticns are as follows (in thousancs):

Acguired in 2004 Acquired ir 2002
Concept
GXT Systems AXIS S/N

Fair values cf assets and liabilities:

Net current assets (ligbilities)................... $ (4475) $§ 2486 $§ 395 § —

Property, nlant axd equipment .................. 11,304 548 354 85

Multi-clieat data library .. ... ... .. oot 11,727 —_— — 603

Deferred income taxes .................. ... ... — 480 — —

Intangible assets ......... ... .. .. ... . ... 52,877 21,361 1,142 —

Goodwill. ... 87,158 24,883 4,563 —

Capitai lease obligations.................coun.. (6,099} — — —

Other long-term iadilities ...................... — — (224) —
Total allecated purchese price . .............co oot 152,452 49,758 6,230 688
Less non-cash consideration — note payable ......... — — (2,500) —
Less nor-cash consideration — issuance of cormon

SOCK . o — (16,763) — —
Less non-cash cons’deration — fair value of fu'ly

vested stock opticns issued. . ......... ... (14,637) — — —_
Less casa of acquired business .................... {2,193) — (50) —
Cash paid for acquisition, net of cash acquired....... $135662 $ 38995 § 3,229 $688

The intangible asse:s of GXT relate to custcmer relztionships, proprietary technology, non-compete
agreements a~d its trade name, which are being amertized cver tneir estimated useful lives ranging frem two
to 15 years. Tae intangible assets of Concept Syster:s relate ‘o computer software, customer relationships and
its trade name, waich are being amortized over their estimatsd useful lives ranging from five to 15 years. The
intangible asset of AXIS relates to proprietary technoliogy, which is being amortized over a 4-year period. Sec
further discussior of gocdwill and intargibie essets at Netes 9 and 0 of Notes to Consolidated Financial
Statements.

The consolidated results of operations of the Compary include the results of GXT, Concept Systems,
AXIS and S/N from the date of acquisition. The ‘ollowing summarized unaudited pro forma consoiidated
income statermeri information for the years ended Dzcember 31, 2004, 2003 and 2002, assumes that the GX™
and Corcept Systems accuisitions had occurrec at the beginzing of each of the periods presented and exclude
the pro-forme results of AXIS and S/N prior to the accuisition cate as they were not material to the
Compary’s ccnsolidated ~esults of operations. The Company has prepared these unaudited pro forma firanciai
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results for comparative purpsses only. These unaudited pro forma financial results may not be indicative of the
resuifs that wouic have occurred if we had cempleted the acquisiticns as of the beginning of the period
presented or the resuits that will be attained in the future. Amounts presented below are in thousands, except
for the per share amounts:

Pro forma Years Ended December 31,

2004 2003 2002
Nt 8818 $281,362  $211,456 § 161,035
Income {loss} fzom operations .............. ... ool $ 876  $(18,683) $ (64,738)
Net 108S © ot $ (5,013) $(21,714) $(120,959)
Besic end diluted loss per common share ................ $ (007) $ (030) $ (1.66)

(3) Accoun’s ant Nctzs Raocsivable

£ sumirery of acceunts receivable is as follows {in thousands):
December 31, December 31,

2004 2003
Accourn’s receiveble, princinally trade . ... ... . L $64,751 $35,820
Tess acowence for doubtful accounts. . ... .. ... ... (3,153) (1,550)
ACCOUL'S TECSIVEDIE, NEL oottt et e e e $61,598 $34,270

Notes receivalblie are coilateralized by the preducts seld, bear interest at contractual rates ranging from
5.1% tc 8.0% per ycar and are due at various dates tarcugh 2006. The weighted average interest rate at
December 3A, 2004 wes 6.6%. A summary of nctes receivable, accrued interest and allowance for doubtful
notes s as “oclows {in thousands):

December 31, December 31,

2004 2003
Notes receiveblc and accrued interest ... ... ... $20,820 $23,442
tess atlowence for doubtfulnotes. ... oo (5,893) (2,613)
MNotes reCeivab C, NSl o 14,927 20,829
iess current portio noles receivable, net ... L. oL 10,784 14,420
Long-term actes receivadle .. ... . L e $ 4,143 $ 6,409

At December 31, 2203, anoroximately $11.9 million of the Company’s total notes receivable and accounts
receivaple relzted o cne customer, Laboratory of Regional Geodynemics, Limited (LARGE), a subsidiary of
Yukos which exsericnced firencial difficulties during 2CC4. These notes and accounts receivable related to
safes and leeses of 1/ eguipment that the Company had entered into with LARGE in late 2001 through early
2003. Durirng 2004, _ARGE became delinquent in payment of ali of its existing indebtedness owed to the
Company arnc over t2e course of 2004, the Company atiempted to renegotiate the terms of these notes with
LARCE anc »cicntial new investors in LARUE In September 2004 the Company estabhshed a reserve of
$5.2 million -glated to the LARGE accounts and notes receivables.

In Octeber 2304, LARCE reconveyed certain of the purchased equipment to the Company in exchange
for a reductiica in the tctal emounts outstanding owed by LARGE. As a result, the Company reclassified
approx‘mate’y $5.0 miliion of _LARGE notes receivable indebtedness, net of allowance for doubtful notes, to
reatal equipment. Certalz of ©/O's other customers agreed to lease or purchase this repossessed equipment. In
December 2004, LA RCE filed for bankruptey licuidation proceedings in the United Kingdom. The remaining
cutstanding ~ctes receiveble balance, net of alicwarce for doubtful notes, with LARGE was $2.1 million as of
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Decemoer 31, 2004, wkich represents the estimated fair market value of equipment that the Company has
recovered from LARGZE but for which title remains ir dispute pending the outcome of the LARGE
liquidation, less estimatzd refurbishment costs.

In 2004, the Compary sold its first VectorSes Ocean system for seabed acquisition. A portior of tke
purchase was firanced by the Company through a series of notes receivable. During 2004, this system
experienced unexpected warranty issues causing the customer to deiay its deployment of this system. As a
result of these issues, the customer has delayed payments cx its scheduled notes. The outstanding balance of
the accounts and notes receivable due from this customer at December 31, 2004 was $10.0 millicn. Tke
Company expects to be paid on all its obligations in full cace the issues have been resolved. Therefore, ro
allowance has been estzslished for this customer.

The activity in the allowance for doubtful notes receivable is as follows (in thousands):
Years Ended December 31,

2004 2003 2002
Balance at beginnizg of period . ....... ... ... L $2,613 10,228  $10,735
Acditions charged <o bad debt expense .................... ... 4,730 — 158
Recoveries reducing bad debt expense . ........ ... ... ... ... .. (1,450)  (1,291) (654)
Write-off's charged against the allowance . ..................... — (6,324) (1)
Balance atend of period ...... ... . $5,893  $ 2,613  $10,228

(4) Inventories

A summary of inventories, net of reserves, is as foliows (in thousands):

December 31, December 31,

2004 2003
Raw materials and subassemblies .. .......... .. i $30,039 $32,675
WOrK-ID-PIOCESS .« .ttt e e et e e e e 5,100 5,872
Finishec goods ... ... . i 51,520 15,004
Total. .o $86,659 $53,55:

The Company provides for estimated obsolescence or excess inventory equal to the difference between
the cost of irventory ard its estimated market value basec upon assumptions about future demand for the
Company’s products and market conditions. Zor the years ended December 31, 2004, 2003 and 2002, tke
Company recorded inven‘ory obsolescence and excess inventory charges of approximately $0.7 million,
$1.0 million and $4.3 milllon, respectively. The Cempany’s reserve for obsolescence or excess inventory was
$10.8 millior. and $11.9 million at December 31, 2004 and 2003, respectively. The reduction in reserves was
primarily due to reserved inventory which was sold or scrapped during the year.

As part of the Comr»any’s business plan, the Company is increasing the use of contract manufacturers as
an alternative tc in-house manufacturing. Under a few of the Company’s outsourcing arrangements, i's
manufacturing outsourcers first utilize the Company’s on-hand inventory, then directly purchase inventory at
agreed-upon quantities and lead times in order to mzet the Company’s scheduled deliveries. If demand proves
to be less than the Compezny originally forecasted {therefore allowing the Company to cancel its committed
purchase orders with its manufacturing outsourcer}, its outsourcer has the right to require the Company ‘o
purchase inventory which it had purchased or. the Compary’s behalf.
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(5) Net Asse?s Feo For Ssie

In August 20C4, the Comzany completed the sale of its Alvin, Texas manufacturing facility, receiving net
proceeds of $2.3 m’liion and a sromissory note for $2.0 mittion due in 2006, resuliing in a gain on the sale of
$2.4 mition. At December 31, 2003, the facility and related land had a net carrying value of $2.4 million and
was classified es “eld for Sale” under the provisions of SFAS No. 144, “Accounting for the Impairment or
Disposc! of Losg-Lived Assets”. In January 2004, the Company completed the sale of 16.75 acres of land
located zcross Trom its headquerters in Stafford, Texas, receiving net proceeds of $1.5 million and resulting in

£ 0N £

a gain on the sale of $0.5 milllen.

(6 Supplementz. Casz Flew information and Non-Cash Activity

Supplemsrtal disciosure of cash flow information is as follows (in thousands):
Years Ended December 31,

2004 2003 2002
Cash paic {recsived) during the period for:
B 15 =y P $5,394  $3304 $(137)
IO TAXCS ittt e e e e 1,825 (384) 15

In February 20C<, :he Company acquired ali of the share capital of Concept Systems. As part of the
consideration, {he Cempany issued 1,680,000 of its common shares, valued at $10.8 million. Also, in June
2004, the Comzary eccuired el the capital stock of GXT. As part of the purchase consideration of the GXT
acquisition, the Commany assumed certain outstanding CXT stock options, valued at $14.6 million. See
further discussicn of {Zese acguisitions at Note 2 of Notes io Consolidated Financial Statements.

In 2004 and 20C3 the Company transferred $8.3 millicn and $2.4 million, respectively, of inventory at
cost to properiy, plant exd eculpment. Also, in both September 2004 and 2003, the Company financed
$1.9 miiiion ¢ insurence cosis through a short-term notes payable and in 2004 the Company financed
$3.1 miilion of compuisr eguipment purchases through equipment loans. See further discussion at Note 12 of
Notes tc Consclidaied Financial Statements.

In Augus: 2002, tae Company repurchased all of the taen outstanding shares of its Preferred Stock. In
exchange for iz Preferred Steclk, the Company paid $30.8 million in cash at closing, issued a $31.0 million
unsecured premisscry acte due May 7, 2004 and granted a warrant to purchase 2,673,517 shares of the
Company’s commmen stocx at 38.00 per share threugh August 5, 2005. In December 2003, the Company
terminated the warrent oy exchanging 125,000 shares of its commorn stock for the warrant.
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(7) Property, Plant and Equipment

A summary of property, plant and equipment, excluding net assets held for sale (see Note 5), is as
follows (in thousands):

December 31, December 31,

2004 2003

Land . ... .o $ 51 § 31
Buildings ... .o 23,869 21,848
Machinery and eculpment . ....... ... 54,396 49,159
LeaseC CUIPIMETI . ¢ ettt ettt e e e 17,331 13,288
Other . 5,152 8,150

100,759 92,496
Less accumulated depreciation . ...t 55,560 64,389
Property, plant ard equipment, ret ........ . ... .. $ 45,239 $27,697

Total depreciatio= expense for the years enced December 31, 2004, 2003 and 2002 was $:2.S millicn,
$10.3 million, and $1..8 million, respectively. At December 31, 2004, there was $20.3 million of land and
buildings, less accumulated depreciation of $9.0 million, which are recorded pursuant to a twelve-year non-
cancelable lease agreemen: (see Note 12 of Notes to Consolidated Financial Statements) and zre being
depreciated over the twelve-year lease term.

(8) Investments

In December 2034, the Company sold all of the capital stock of Applied MEMS, a wholly-owzed
subsidiary, to Colibrys Ltd. (Colibrys), a privately-held firm based in Switzeriand. Applied MEMS
manufactures micro-e’ectro-mechanical-systems (MEMS) accelerometers used in the Company’s VectorSeis
digital, full-wave seismic sensors, as well as preducts fcr applications that include test and measurement,
earthquake and struc‘ural monitoring and defense. In exchange for the stock of Applied MEMS, the
Company received stares of Colibrys equal to approximately 10% of the outstanding equity of Colibrys
(valued at $3.5 millica), and the right to designate one member of the board of directors of Coliorys. The
investment is accounted for under the cost methed and zs a result of the exchange, the Company recorded a
gain on sale of assets of approximately $0.4 million in the fourth cuarter of 2004.

To protec: the Compeny’s intellectual property rights, the Company retained ownership of its MEMS
intellectual property, and has licensed that intellectual property to Colibrys on a royalty-free basis. Addition-
ally, the Company rzceived prefereatial rights to Coidrys’ MEMS technology for seismic applications
involving ratural rescurce extraction. The Company also enterec into a five-year supply agreement with
Colibrys ard Applied MEMS, which provides for them to supply the Company with MEMS accelerometers
at agreed prices that zre censistent with market prices. Tae five-year minimum commitment ranges between
$7.0 millica to $8.0 miliion per year through 20C9.

In April 2003, t-e Company invested $3.0 millior. in Series B Preferred securities of Energy Viriual
Partners, Inc. (EVP; for 22% of the outs:anding ownership interests and 12% of the outstanding voting
interests. EVP provided asset management services to lzrge oil and gas companies to enhance the value of
their oil and gas properties. This investment was accounted for under the cost method. Robert P. Peebler, the
Company’s President and Chief Executive Officer, had ‘cunded EVP in April 2001 and had served as EVP’s
President end Chief Executive Officer until joining 1/0 n March 2003.

During the secord quarter of 2003, EVP faiied to close two anticipated asset management agreements,
which restltec in EVP’s management re-evaluating its business model and adequacy of capital. During
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August 2003, tze boerd of directors of EVP voted to liquidate EVP. For that reason, in the second quarter of
20C3, t=e Company wrote its investment down to its approximate liquidation value of $1.0 million. Mr. Peebler
offered, end the Company egreed, that all proceeds Mr. Peebler received from the liquidation of EVP were to
be paic 10 the Cempany. in December 2003, the Company received liquidation payments of $0.7 million from
EVP anc $0.i millica from Mr. Peebler. In March 2004, the Company received final liquidation payments of
$C.1 miilion from ZV? and $C.01 million from Mr. Peebler.

{90 Gooedwiil

The following is a summary of the changes in the cairying amount of goodwill for the years ended
December 31, 2004 anc 2003:

Eand [Viarine Data Seismic
Imaging imaging Management Imaging
Systems Systems Solutions Solutions Total
Balence as of Jenuary 1, 2003 ........ $3,478  $26,984 $ — $ 3,296 § 33,758
Geodwill acquired during the year ... .. — — — 1,267 1,267
Balance zs of December 31, 2003 .. ... 3,478 25,984 — 4,563 35,025
Geodwill zequirec during the year ... .. — — 24,883 87,158 112,041
Balance es of Dccember 31, 2004 ... .. $3,478  $25,984 $24,883 $91,721  $147,066

(16) Intangio:e Lssels

A summazry ¢f intangidble assets, net, is as foliows {in thousands):

As of December 31, 2604 As of December 31, 2003
Gross Accumulated Gross Accumulated
Amount Amortization Net Amount Amortization Net
Preorietzry technology . ... $20,417  $ (7,878) $12,538 § 7,317 $(6,571) $ 746
Patents................. 3,789 {1,917) 1,872 3,789 (1,688) 2,101
Customer Ust ... .. 300 \-Zi) 159 300 (103) 197
Customer relaﬂzons:.:ps 41,602 ,35%) 40,246 —_ — —
Nozn-compete egreements 700 \-/O) 510 — — —
Trede names ............ 4,149 {473) 3,676 — — —
Total L. $70,957 $(i1,955) $59,001 $il,406 $(8,362) $3,044

Total amertizaiion expense or the years endec December 31, 2004, 2003 and 2002 was $3.9 million,
$1.1 milion, and $1.2 million, resvectively. A summary of the estimated amortization expense for the next five
years is as foilows {in thousands):

Yeers Ended Decsmser 37,

20 L $6,379
2O $6,473
20T $6,429
L $6,398
200 $6,297
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(11) Accrued Expenses

A summary of accruec expenses is as follows (in thcusands):
December 31, December 31,

2004 2003
Compensation, including compensation-related taxes and commissions  $ 8,022 $ 6,223
Produc: Warranty ...........viiniiiiin i 3,832 3,433
Accrued Property taX . ..ot 1,101 1,651
Abandoned non-cancelable lease obligations (see Note 17) ......... 336 640
Severance (see Note 17) .. ... i — 192
Other .. 13,395 3,654
Total zccried eXperses .. ..ottt e $26,686 $15,833

The Company generally warrants that all manufzctured equipment will be free from defects in
workmanship, materias end parts. Warranty periods generally range from 90 days to three years from the date
of original purchase, dzpending on the product. The Company provides for estimated warranty as a charge to
cost of sales at time of sale, which is when estimated future expenditures associated with such contingencies
become prchabie and reascnably estimated. However, new information may become available, or circum-
stances (such as applicable laws and regulations) may chkange, thereby resulting in an increase or decrease in
the amount recuired to e accrued for such matters (and therefore a decrease or increase in reported et
income in the period of such change). A summary of warranty activity is as follows (in thousands}:

Years Ended December 31,

2004 2003 2002
Balance at beginring of period ........... ... ... ... ... .. .. .. $ 3,433 $ 2914 § 4,669
Accrua’s for warranties issued during the period............... 4,606 2,885 1,679
Settlements made (in cash or in kind) during the period ....... (4,207)  (2,366)  (3,434)
Balance atend of period . ... .. ... . $ 3832 $ 3433 §$ 2914

(12) Notes Payable, Long-term Debt and Lease Obligations

The Cempany has entered into a series of equipment ioans that are due in installments for the purpose of
financing the purchase of computer equipment, in the form of capital leases expiring in various years through
2007. Interest chargec under these loans range from 3.5% to 16.1% and are collateralized by liens on the
computer equipment. The assets and liabilities under these capital leases are recorded at the lower of the
presert value of the minimum lease payments or :he fair value of the assets. The assets are deprecizted over
the lesser of their related lease terms or their estimated preductive lives. At December 31, 2004, the total cost
of computer equipment under these capital lecses was $8.5 miilion, less accumulated depreciation of
$1.9 millior. The unpzid balance at December 31, 2004 was $6.5 million.

In December 20C3, the Compary issued $60.0 million of coavertible senior notes, which mature on
Deceraber 5, 2008. T=e noes bear in‘erest at an annual rate per annum of 5.5%, payable semi-annually. The
notes, whick are not redesmable prior to their maturity, are convertible into the Company’s common stock at
an iniiial conversion rate of 231.4815 shares per $1,000 principal amount of notes (a conversion price of
$4.32 per share), which represents 13,888,890 total common shares. The Company paid $3.5 million in
underwriting and profsssional fees, which have been recorded as deferred financing costs and are being
amortized over the term of the notes.
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In Augus: 20C2, in ccnnec“m with the repurchase of its Series B Preferred Stock, the Company issued a
$31.0 miilion unsecured promissory note due May 7, 2004, which bore interest at 8% per year until May 7,
2002, a* which time tne interest rate increased to 13% per annum. Interest was payable in quarterly payments,
with all princis 1 and unpzaid interest due on May 7, 2004. The Company recorded interest on this note at an
effective rate ¢f apzreximately 1% per vear over the life of the note. In May 2003, the Company repaid
$15.0 million ¢f the note and in December 2003, the Company repaid in full the remaining outstanding
principa. balance ¢f $16.C milllcn plus accrued interest.

In August 2007, the Comnany sold its corpcrate headquarters and manufacturing facility located in
Stafforc, Texzs for $27.0 millicn. Simultaneously with the sale, the Company entered into a non-cancelable
lease with the purchaser ¢f the property. The lease hes a twelve-year term with three consecutive options to
extend :=e leass for £ve years sach. The Company has nec purchase option under the lease. As a result of the
lease terms, the cemmitment was recorded as a twelve-year, $21.0 million lease obligation with an implicit
interest rate of 9.1% per annurn. The unpaid balance at December 31, 2004 was $17.8 million. The Company
paid $1.7 millica in ¢commissicns and professional fees, which have been recorded as deferred financing costs
anc are being emeriized over ithe twelve-year term of the lease obligation. At June 30, 2003, the Company
failed to meet the teng’ble net worth requirement under this lease. Therefore, in the third quarter of 2003, the
Company provided & iziter of credit to the landlord of the property in the amount of $1.5 million. Toe secure
the Zssuzace of the letier of credit, the Company was sequired to deposit $1.5 million with the issuing bank.
This letter of cradit wili remain outstanding until the Company is back in compliance with such tangible net
worth requirement “or cight consecutive quarters, or uni! the expiration of the eighth year of the lease in 2009.

D=

The deposit has besn classifiec as a long-term other asset.

A summary of fiture principal obligations under the notes payable, long-term debt and capital lease
obligations are zs fcilows {in tzousands):
Notes Payable and Capital Lease

Years Ended Deccmtzr 21, Long-Term Debt Obligations
200 $ 2,808 $4,134
2008 1,470 2,141
00T 1,610 746
2008 61,763 —
2000 .. 2,049 —
2010 and “mereal er . 9,775 —_—
Total o $79,475 7,021
Imputed ITIETSS L (345)
Net presex: value of capite. lease obligations ................. 6,476
Current perien ¢f cepital lease obligations . .......... ... ... 3,756
Lorg-term »nortica cf capitei lease obligations................. $2,720

(13) Stockhoiders’” Zauity

Stockholders Righis Plan.  The Company’s board of directors has adopted a stockholder rights plan. The
stockholder rights n'ar was adenied to give the Company’s board of directors increased power to negotiate in
the Company’s zest inisrests and to discourage appropriation of control of the Company at a price that is
unfair {¢ its stcexheldzrs. It is rot intended to prevent fair offers for acquisition of control determined by the
Company’s boarc of di~cctors to be in the best interest of the Company and its stockholders, nor is it intended
to prevent a person or group frem obtaining representaticn cn or control of the Company’s board of directors
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through a proxy contest, or to relieve the Company’s board of directors of its fiduciary duty to consider any
proposal for acquisitic in good faith.

“The s:ockholder rights plan involved the distribution of one preferred share purchase “right” as a
dividend o= each outs’anding share of the Company’s common stock to all holders of record on January 27,
1997. Eact right will entitle the holder to purchase one cre-theusandth of a share of the Company’s Series A
Preferred Stock at a purchase price of $200 per one one-thousandth of a share of Series A Preferred Steck,
subject to adjustment. The rights trade in tandem with the Company’s common stock until, and beccme
exercisable following, the cccurrence of certain triggering events. The board of directors retains the righ? to
discontinue the stockbolder rights plan through the reder:otion of all rights or to amend the stockholder rights
plan in any respect prior to the Company’s announcement of the occurrence of any such triggering evant,
including tze acquisitior. of 20% or more of the Company’s voting stock by an acquirer. The rights will ex»ire
at the close of business on January 27, 2007, unless eariier redeemed by the Company.

Treasury Stock. 1n October 2001, the Com»any’s Board of Directors authorized the repurchase of us to
1,000,000 shares of ccmmon stock in the open merket an¢ privately negotiated transactions at such prices and
at such times as manzgement deems appropriate. As of Jecember 31, 2004, the Company had repurchesed
501,900 shares of coramon stock at an average price of $7.48 per share under this repurchase pregram. At
December 31, 2004, the Company owned 784,0CS shares of treasury stock.

Stock Option Plons. The Company has adopted a stock option plan for eligible ernployees, which,
togetaer with previous p.ans, provides for the grarting of cptions to nurchase a maximum of 12,200,000 shares
of commo= steck. The options under these plans general.y vest in equal annual instailments over a four-year
period beginning on ‘he anniversary of the date of grar:, have z term of ten years and are granted at the
current marke price. As further discussed at Note 2 ¢f Nortes to Consolidated Financial Statements, the
Combpany :ssued to certain GXT and Concept Systems Xey employees inducement options to purchase us to
434,€00 ard 355,000, respectively, of its ccmmen stock and assumed GXT stock options which represents
fully vested stock optiors to purchase up to 2,915,590 shares of 1/0 common stock.

The Company hzs also adopted a director’s stock cpiion plan, which provides for the granting of options
to purchase a maximum of 700,000 shares o common stcck by non-employee directors. The vesting schedule
under this plar: is determired based upon the years of service. The maximum vesting period is equal annual
insta’lments over a thkres-year period beginning on the aaniversary of the date of grant. The optioas have a
term of ten years.

Effective March 31, 2003, the Company granted its President and Chief Executive Officer stock options
to purchase 1,325,00C shares of common stock ¢f the Company at an exercise price of $6.0C per share. The
options vest in equal monthly installments over a three-year period beginning on the anniversary of the date of
grant and have a term of ten years. The marget price of (e Company’s common stock at the close of business
on March 31, 2003 was $3.60.
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At Decemder 31, 2004, 307,583 shares remained available for issuance pursuant to these plans.
Transeciions under the steck ootion plans are suramarized as follows:

Opticn Price Available
Per Share Quisianding Vested for Grant
Jarvary 1,2002 . ... .. ... L $3.50 — $30.20 4,860,800 2,451,762 1,447,108
Cranted ......... . ... 4.35 — 9.50 870,500 — (870,500}
estel. — — 923,706 —
Exercises ... ... 3.50—8.1° (163,234) (163,234) —
Cancelec/forfelted. ..o ... .. 3.50 — 23.88 (570,023) (165,100) 233,500
December 31,2002 ... .. ... .. ... 3.8 —30.00 4,998,043 3,047,134 810,108
Increase in skeres suthorized. . ... — — —_ 1,500,000
Cranted ......... ... i 3.30—6.00 2,425,500 —  (2,425,500)
Vested............. ... ... . ... — — 1,154,970 —
Canceled/foreited. ... ... ... 3.35—29.69  (1,834,711) (1,732,509) 468,750
December 31, 2003 .. ... ... 3.30 — 30.00 5,588,832 2,469,595 353,358
increase in shares zuthorized. .. . — - — 1,000,000
Cranted ........... .. ..., 4,51 —10.81 1,025,000 —  (1,025,000)
Vested. .. ..................... — _— 1,087,998 —
Exercisec ........ ..o o i D1 —9.38 (2,220,674)  (2,220,674) —
Cenceied/icielied. ... . ... 83 —30.00 (795,148) (613,898) 268,725
Restricted siock granted cut of
option nlams ... ... ... — — — (289,500)
{ssuance of inducement siock
OPHOTS © oot s 6.2 — 7.09 799,000 — —
Assumpsion of CXT stock options D1 —499 2,916,590 2,916,590 —
December 31,2304 . ... ... ... .. $1.73 — $30.00 7,313,600 3,637,611 307,583
Stoc optiszs ouistanding at December 31, 2004 are summarized as follows:
Weighted
Average Exercise Weighted Weighted
Price of Average Average Exercise
Outstancirg Remaining Price of Vested
Optioa Price Par 8hare Cutsianding Options Contract Life Vested Options
8173 —8383........ 1,593,546 $ 2.63 6.2 1,083,167 $ 2.29
394 —T785........ .. 3,476,479 $ 6.03 7.7 1,367,369 $ 5.84
7.86—11.78..... ... 1,771,950 $ 9.83 7.8 717,450 $ 0.87
178 — 157000 8,400 $12.54 5.9 6,400 $12.57
1877 — 1683, ..., 156,225 $17.44 1.6 166,225 $17.44
19.64.—23.55........ 205,800 $21.7¢ 3.0 205,800 $21.70
2356 —27.48........ :1,000 $24.53 33 11,000 $24.63
2748 —3CC0........ 80,200 $20.35 19 80,200 $29.36
Totals .............. 7,313,600 $ 7.20 7.05 3,637,611 $ 7.60
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The Company has elected to continue tc follcw the irtrinsic value method of accounting as prescribec by
APB Opinion No. 25, See Note 1 of Nores to Consolidaied Financial Statements for a summary of the net
income (loss) impact if the Company had adonted the fair value method of accounting for stock-based
compensation of SFAS No. 123.

Restricted Stock Plans. The Company has zdopted restricted stock plans which provide for the award of
up to 300,000 shares of common stock to key officers and employees. In addition, the Company issued
289,500 shares of rest-icied stock and restricted siock urits under the Company’s 2004 Long-Term Incentive
Plan. Ownership of toe common stock will vest over a period as determined by the Company in its sole
direction. Shares awa-ded may not be sold, assigned, transferred, pledged or otherwise encumbered by the
grantee during the vesting period. Except for these restrictions, the grantee of an award of shares has all the
rights of a common stockholder, including the right to receive dividends and the right to vote such shares. At
December 31, 2004, there were 365,197 shares of unvested restricted stock outstanding and 24,000 restricted
stock units issued, wth a combined weighted-average grant-date fair value of $8.43 per share, which are
scheduled to vest through September 2007. At December 31, 2004 there were 81,214 shares available for
future awards under taese plans.

The market value of shares of common stock granted under the restricted stock plans were recorded as
unamortized restricted stock compensation and reported 2s a separate component of stockholders’ equity. The
restricted stock compensation is amortized over he vesting period. For the years ended December 31, 2004,
2003 and 2002 the Company recognized amortization of restricted stock of $0.8 million, $(0.2) million, and
$0.4 million, respectively. The restricted stock credit for the year ended December 31, 2003 related to the
cancellation of unvestzd restricted stock associated with the Company’s former President and Chief Opereting
Officer and its forme- Vice President of Business Development.

Employee Stock Purchase Plan. In April 1997, the Company adopted the Employee Stock Purchase
Plan, which allows 2l eligible employees ‘o authorize payroll deductions at a rate of 1% to 15% of base
comnensation for the purchase of the Company’s commea stock. The purchase price of the common stock wil-
be the lesser of 85% of the closing price on the first day of the applicable offering period (or most recently
preceding trading day) or 85% of the closing price on the last day of the offering period (or most recently
preceding trading day). Each offering period is six months and commences on January 1 and July 1 of sack
year. There were 82,615, 127,122, and 117,876 shares purchased by employees during the years endec
December 31, 2004, 2C03 and 2002, respectively.

(14} Segment and Geographic Information

The Company evziuates and reviews resul’s based on four segments (Land Imaging Systems, Marine
Imaging Systems, Data Management Soiutiors and Seismic Imaging Solutions) to aliow for increased
visibility end accourtability of costs and more focused customer service and product development. The
Company measures segment operating results tased on income (ioss) from operations.

In June 2004, :he Company acquired GXT and combined the operations of the Company’s existing
Processing division with GXT to form the Seisraic Imaging Solutions segment. Prior to December 31, 2003,
the Company includsd the Processing division within the Land Imaging Systems segment due to its relatively
low contribution margin to their operations. In February 2004, the Company acquired Concept Systems and
reports its results of operations and assets as the Data Management Solutions segment. See further discussion
of the GXT and Concept Systems acquisitions at Note 2 of Notes to Consolidated Financial Statements. 1a
addition, prior to 20C4, the Company included i:s Applied MEMS division within the Land Imaging Systems
segment due to its relatively insignificant results of operations. Beginning June 30, 2004, the Company hes
combined Applied MEMS within Corporate and Othe:r. In December 2004, the Company sold its Applied
MEMS division in exchange for an approximate 10% iaterest in the acquiring company.
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A summery of sagment information for the years ended December 31, 2004, 2003 and 2002, reclassified
for years ended December 31, 2003 and 2002 to reflect the Seismic Imaging Solutions segment and the
combining of Apziied MEME within Corporate and Other, is as follows (in thousands):

Years Ended December 31,

2004 2003 2002
Net sales:
Land imazing Systerms. oot e $126,041  $107.,679 § 62,195
Marine Irmazing Systems ..o oo 54,680 35,694 53,357
Data Marzgzment Sciations . ... o 14,797 — —
Seismic Imezing Solztions. .. ... oot 50,673 5,794 2,194
Corporate anf other ... o 1,108 866 837
T8 $247,299  $150,033  $118,583
Income {loss} “-om operations:
Land ‘maging Systems. .. ..ot $ 17643 $§ 1,976 $(36,336)
Marinz Imazing Systems ... ..o i 4,596 (759) 6,874
Data Maragement Sclutions . ... i 3,200 — —
Seismic Imeging Solvtions. ... i (2,368) 974 (940)
Corperate and CHHET Lot e (20,614)  (23,194)  (33,588)
Total . $ 2457  $(21,003) $(63,990)
Depreciziior azd emortization:
Lanc ‘mazinz Systerzs. ..o v e $ 3,028 § 3,355 § 6,537
Marinz [maging Systems . ..o i 1,964 2,889 1,701
Data Maragzment Seivtions . ... 1,946 — —
Seismic Imzzing Solutions. .. ..ot 14,206 689 417
Corporate an CIaeT oo e i 3,524 4,511 4,582
1 $ 24668 § 11,444 § 13237
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December 31, December 31,

2004 2003
Total assets:
Land Tmaging Systems ... ... . it e $128,450 $ 97,151
Marine Imaging Systems .. .. ..ot 65,892 63,123
Data Maragement Solutions . ......... ... ... i 50,470 —
Seismic Imaging Solutions .......... ... . ... .. i 198,582 8,133
Corporate and OLAeT .. ... e e 35,722 80,797
Total. .o e $479,116 $249,204
Total assets by geographic area:
NOTth AMETICA . o\ttt e e $404,128 $216,706
FUTOPE « ottt e 68,853 26,842
Middie East. ... 5,279 5,601
Other . e 856 55
Total. . $479,116 $249,204

Intersegment sales are insignificant for all periods presented. Corporate assets include all asse’s
specifically related to ccrporate personnel anc operations, a majority of cash and cash equivalents, and all
facilities that are jointly utilized by segments. Depreciatior. and amortization expense is allocated to segments
based upon use cf the vacerlying assets.

A summary of net sales by products and services is as follows {in thousands):
Years Ended December 31,

2004 2003 2002
Equipment and system sales ............................ $176,135 $136,244  $112,846
Multi-ciient data library sales (including underwriting
TEVETIUES} v vttt et et e e e e 32,469 — —
Imaging Services . ... 16,803 3,659 1,041
Other TeVenmUeS .. ..ottt i e 21,892 10,130 4,696
Total . o $247299  $150,033  $118,583

A summary of net sa.es by geogravhic area follows (in thousands):
Years Ended December 31,

2004 2003 2002
NOMh AMETICA .ottt et e e e $ 66,940 $ 34,813 $ 34,295
Middle East .. ... oo 16,868 10,231 2,013
Burope . ... 45,054 19,976 34,151
Asia Pacific ... ... 53,352 44,693 15,312
Cemmorwealth of Independent States (CIS) ............. 26,092 19,991 21,178
Latin America. . ..ottt 13,681 15,438 7,227
Africa ... 25,312 4,876 4,050
Other ... — 15 357
Total . . $247,299  $150,033  $118,583
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Net sales ars ztt~’suted to geographical lccations on the basis of the ultimate destination of the
equipment or service, if known, or the geographical area imaging services are provided. If the ultimate
destination of sucn eguizment is not known, net sales are attributed to the geographical location of initial
shipment.

Iz 2004 anc¢ 2003, BG? accounted for approximateiy 15% end 28%, respectively, of the Company’s
consoiidated net szles. In 2002, two customers, Western Geco and LARGE, accounted for approximately 11%
and 1C%, respeciively, of consolidated net sales.

(15) Income Texes

Compozents of inceme izxes follows (in thousands):
Years Ended December 31,
2004 2003 2002
Current:
Federal ... i $ —  $(1,968) $ 8
State 2aC 1008l ..ot (21) 402 403
Forelgn . 722 1,914 (2,484)
Deferred .. e — — 58,843
Total income tex exXpenss .. ... ... $701 § 348 $56,770

A reconciliztion of the expected income tax expense on income (loss) before income taxes using the
statutery fedsral imcome tax rate of 35% for the yeass ended December 31, 2004, 2003 and 2002 to income tax
expense is as “ol:ows {in thousands):

Years Ended December 31,

2004 2003 2002
Expectzed income tex benefitat 35%. . ... ..ol $(797) $(7.981) $(21,684)
FOTRIZN “AXES, T8 « ittt ettt et e s (315)  (1,487) (1,547)
State and 1002l 28188 . . . (221) 261 262
Deferred tax assst valuation allowance . ...................... 1,713 4,289 84,719
Nondeductibls XoeNSES . o vt i 321 165 266
Return 20 provisica . oot e e — 5,106 (5,221)
CaMET oo e — (5) (25)
Total InCOme 18K EXPeMSE . . oottt it e e $ 701 $ 348 §$ 56,770
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The tax effects of “he cumulative temporary differences resulting in the net deferred income tax asset

(liability) are as follows (in thousands):
December 31, December 31,

2004 2003
Current deferred:
Deferred income tax assets:
ACTTUEA EXPEISES v vttt vttt et e $ 2,706 $ 767
ALOWaNCE aCCOUNTS ... v ittt e e 5,323 5,786
Inventory ... ... 384 397
Tota. currert deferred income tax asset.................... 8,413 6,950
Valuation allowance .............. it (8,413) (6,950)
Net current deferred income tax asset ..................... $ — 3 —
Noncurrent deferred:
Deferred income tax assets:
Ne: operating loss carryforward ... ........ ... ... . ... $ 72,539 $ 53,574
Basis in reseack and development.......................... 21,571 29,908
Bas:s in prope:ty, plant and equipment ......... ... ... ... ... .. 2,688 —
Basis in identijed intangibles .............. ... i — 10,372
Alternative minimum tax credit . ....... ... ... ... ... . ... — 1,336
1 1 of -3 o P 2,289 1,664
Tota: deferred income tax asset . ..........ccovviniinnnn.. 99,087 96,854
Valuation allowance .. ........ ... . ... i © (83,862) (94,922)
Net non-current deferred income tax asset ................. 15,225 1,932
Deferred income tax labilities:
Undilled revenue. . ... ... i (2,272) —
Basis ir identiGed intangibles ....... ... ... . . ... (12,473) —
Basis in property, plant and equipment ................. ... .. — {783)
Net noa-curreat deferred income tax asset .........ovvvn. .. $ 480 $ 1,149

Tte Company continues to record a valuation allowance for substantially all of its net deferred tax assets,
which are primarily net operating loss carryforwards. The Company currently does not recognize a benefit
from net operating losses. The establishment of this valuaticn allowance does not affect the Company’s ability
to reduce future tax experse through utilization of prior years net operating losses.

Tte valuaticn allowance was calculated in acccrdance with the provisions of SFAS No. 109, “Accounting
Jor Income Taxes,” which places primary importar.ce on the Company’s cumulative operating results in the
most recent three-year seriod when assessing the reed for a valuation allowance. The Company’s results for
those periods were hezvily affected by bota incustry conditions, and deliberate and planned business
restructuring activities in response to the prolonged downturn in the seismic equipment market, as well as
heavy expenditures on research and development. Nevertheless, recent losses represented sufficient negative
evidence to establish an additional valuation allowance. The Company has continued to reserve for
substantially all net deferred tax assets and wiil continue until there is sufficient evidence to warrant reversal.
At December 31, 2004, the Company had net operating :oss carry-forwards of approximately $207 million,
which expire from 2018 through 2024,
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United Ztates income taxes have not been provided on the cumulative undistributed earnings of the
Company’s foreign subsidiaries as it is the Company’s intention to reinvest such earnings indefinitely.

During 2004, =5 Compezny recorded approximateiy $53 million as identifiable intangible assets related to
its purchase of CX". These intangible assets are net deductible for federal income taxes. The deferred tax
Liability relatzd to t-zse intargibles, along with a related reduction in the valuation allowance, is included in

A~y

the Decembser 31, 2004 deferred tax balance.

Included withain Cther Zong-Term Liabilities at December 31, 2003 was $3.1 million which primarily
consisted of ~ssemves for varicus foreign and state tax matters. As of December 31, 2004, the balance had
decreased by 30.5 milien, to $2.2 million due to clesure of certain foreign tax matters.

(16) Impairment of Long-ived Assets

Paring 2003, (=e Company’s Land Imaging Systerns segment incurred a $2.5 million charge to cost of
sales rzlated ©o tis writs-dowz of rental equipment associated with the Company’s first generation radio-based
VectorSeis tand accuisition systems. This equipment was being utilized in North America as part of the
strategic marikeing atlance oetween the Company and Veritas DGC Inc. In May 2003, the strategic
marketing alancs was ‘erminated. This equipment was an older generation of the Company’s technology;
tnerefore, the merxet demars and its net realizable value was significantly less than the Company’s current
generation VocterScis land acquisition systems. The method of determining fair value was based on the
forecasted cash fcws {discounted) for use of the equipment. At December 31, 2004, the Company had
$0.3 millior. <f this eguipmert available to sale or to iease.

Aldso during 2003, tne Company initiated an evaluation of its solid streamer project and concluded it
would no longer i~termally pursue this product for commercial development. In conjunction with this
evaluation, ¢erta’s Sxed asseis and patented technoiogy within the Marine Imaging Systems segment were
determined ‘¢ be impeired in accordance with SFAS No. 144. As a result, fixed assets of $0.5 million and
intangible assets of $3.5 million were written off as a charge against earnings. In addition, inventory associated
with this proizct of 0.2 milsien was written off and included within research and development expenses.

12 2002, the Cempany “egan the process of vacating its Alvin, Texas and Norwich, U.K. manufacturing
facilities. Duz to 2z slanned closures, the Company performed an impairment test in accordance with
STAS No. 144, As a result of the impairment tests, the Alvin facility, leasehold improvements of the Norwich
geophone stringi=g “ac’ity end certain related manufacturing equipment were considered impaired and the
Company racords¢ ‘mpeirmsat charges of approximately $6.3 million in 2002, a majority of which was
reflected within Cerserzte 2nd Other. The method of determining their fair values was based upon quoted
marke? prices for (e Zacilily and operating cash flows during the interim period prior to closure for the
equipment znd leasca0’d improvements. In 2003, the Comvany assigned its right under the Norwich lease to a
third varty and i 2004 the Company completed the sale of its Alvin, Texas facility. See Note 5 of Notes to
Consolidated Firancial Staizments.
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(17) Restructuring Activities

A summary of the Company’s restructuring programs :s as follows (in thousands):

2003
Restructuring
2002 Restructuring Plan Plan
Severance Abandoned Severance
Costs Lease Costs Costs
Accruals at January 1, 2002......... ... .. .0 5 — $ — § —
Restructuring expezse....... .. P 3,419 1,933 —
Cash payments during the period ...................... (2,410) (588) —
Accruals at December 31,2002, ....... ... .. ... ... 1,009 1,345 —
SEVETANCE EXPEMSE . . v« vttt et e et — — 1,303
Adjustment toaccrual. ...... ... (94) (138) —
Cash payments during the period .......... e (821) (567) (1,205)
Accruals at December 31,2003, . ... ... . ... ... ... 94 640 _ 98
SEeVErance eXPense . . ... ...vvvrt et — — —
AdJustment 10 aCCTual. ..ottt (32) 66 (17)
Cash payments during the period ...................... (62) (370) (81)
Accruals at Decembder 31,2004, ... ... .. ... 5  — $ 336 $§  —

(18) Operating Leases
Lessee. The Comnany leases certain ecuipment, offices and warchouse space under non-cancelable

operating leases. Rental expense was $3.8 million, $1.4 million and $2.1 million for the years ended
December 31, 2004, 20C3 and 2002, respectively.

A summary of future rental commitments under non-canceladle operating leases is as follows (in
thousands):
Years Ended December 31,

200 $ 4,279
2006 e 2,914
200 1,699
2008 . 768
200 651
otal L $10,311

Lessor. The Compary leases seismic equipmant to customers under operating leases of two years or
less. At December 31, 2004, the total cost of equipment ‘eased or held for lease was $17.3 million, less
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accumulated depreciziicn of $4.9 miilion. The Comvany also leases under-utilized facilities under various
lease and sub-iezse 2greements. A summary of lease revenues is as follows (in thousands):

Years Ended December 31,

2004 2003 2002
EQUIPIISAL 182081 Lo $4,984 $4,348  $2,750
Facility senial ..o 1,749 981 1,297
Ot oIS . L $6,733  $5,329  $4,047
A summary of Tuttre minimum non-cancelable lease and sublease income is as follows (in thousands):
Equipment
Vears En¢ad Tecomber 31, Rental Sublease
2005 $2,622 $1,186
2000 L — 820
2007 — 689
2008 e _ 446
2000 L — 438
1 1 P $2,622 $3,579

{19) Benefit Plars

401 (k). The Company has a 401(k) retirement savings plan which covers substantially all employees.
Empicyees 2y vo.uniesily contribute up to 60% of their compensation, as defined, to the plan. The Company,
effective June 1, 2CC0, adopicd a company matching centribution to the 401 (k) plan. The Company matches
the employez contribution at a rate of 50% of the £rst 6% of compensation contributed to the plan. GXT has a
401 (k) retirement savings plan that has terms similar to tae Company’s existing plan. Company contributions
<0 the plans were $1.3 millicn, $1.0 million and $C.8 millicn, during the years ended December 31, 2004, 2003
and 2002, resnectively.

Supplenenial executive retirement plan. The Company had a non-qualified, supplemental executive
retirement sian (EZRZ). The SERP provided for certain compensation to become payable on the partici-
nants’ deatn, revirement or total disability as set forth in the plan. The only remaining obligations under this
nlan are the scheduled benefi payments to the spouse of a deceased former executive.

Directers Plan.  The Company had also adepted a non-qualified, unfunded outside directors’ retirement
nlan, under whicx 22y righ’s to benefits were frezen in 1996, The plan provides for certain compensation to
hecome payeble ¢a the perticipants’ death, retirement or total disability as set forth in the plan. The
consclidatec drexcial statements include pension expense of $0.2 miilion for the year ended December 31,
29002.
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(20) Selected Quarterly Information — (Unaudited)

A summary of selected quarterly information is as follows (in thousands, except per share amounts):
Three Months Ended

Year Ended December 31, 2004 March 31 June 30 September 30 December 31
Netsales ............. . i, $36,287  $62,326 $80,861 $67,824
Grossprofit ... ... ... ... . i 11,968 21,143 18,406 20,077
Income {loss) from operations .............. 1,044 5,600 (3,343) (844)
Interest expense. .. ........ ... oot (:,496) (1,497) (1,623) (1,615)
Interest and other income .................. 485 430 297 283
Income tax expense (benefit) ............... 591 347 305 (542)
Net income (loss) applicable to common

ShATES « oo $ (558) $ 4,186 $(4,974) $(1,634)
Basic loss pershare. ....................... $ (001 § 0.07 $ (0.07) $ (0.02)
Diluted foss pershere...................... $ {(Co1) § 0.07 $ (0.07) $ (0.02)

Three Months Ended

Year Ended December 51, 2003 March 31 June 30 September 30 December 31
Netsales ... $41,i77  $ 34,562 $30,307 $43,987
Grossprefit ... ... ... 8,457 2,974 5,219 11,191
Income {loss) from operations ............. (5,057)  (10,286) (6,369) 708
Interest expense. . ..., (1,345) (843) (954) (945)
Interest and other income ................. 840 894 541 313
Fair value adjustment and exchange of

warrant obligatior ............. ... ..., 871 (1,712) 1,829 765
Impairment of investment ................. —_ (2,036) — (23)
Income tax expense (oenefit) .............. 588 (297) (133) 19C
Net income (loss) epplicable to common

SHATES - o\ttt e $(5,279) $(13,686) $(4,820) $ 633
Basic loss pershare....................... $ (0.0 § (027) 3 (0.09) 3 0.01
Diluted loss pershare . .................... $ (6..0) $ (0.27) $ (0.09) $ 001
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(21} Summary cf Zignificant Charges

The tabis below summarizes the significant charges during the periods presented (in thousands):

Charges for year endz¢ Decsmber 31,
2002 by businsss segment:
Land Imaging Syses . ... ...
Marine Imaging Systoms ............
Scismic Imaging Jolvtozs . ... . ...,

Clarges for year encsd December 31,
2002 by categery:
Costofsales.............c....... .
Research and devzicoment...........
Sales and marizeting .......... ...
Generzl and zdmizisizative. . ..., ...
impairment ¢ lorg-ived asseis . ... ...
Goodwill impairmeat. ... ...
Income fax sxpense.............. ...

Charges for yez- enca¢ December 31,
2003 by businass szgmexnt:
Land Imaging Sysiems ... ... ...
Marine Imaging Systsms ............

Corporate and Otzer ................

Charges for yeer encz¢ December 31,
2003 by catege
Costofsales.......................
Research anc devolcpment. ... ... ..
Sales and mareti:
General and admizisimative. ... . ... ...
Impairment ¢ lorz- ived assels ... ..
Impai-ment ¢f investment ..., ...

Charges for vezr encz¢ Jecember 31,
2004 hy businzss sagment:
Land Imaging Sysizs
Marine Imaging Eys
Scismic Imaging Covilons . ..........
Corporate and Other. ..o

Charges for year encz¢ Jecember 31,
2004 by catezery:
Costofsales.......................
Research and deveicpment. ... ... ..
Szles and marxeting
General and admizistrative. . ..., ...

Long-iived
Asset anéd  Personnel/

Inventory  Goodwill Facility Tax Reserve for
Related Reloted  and Other Valuation Impairment of LARGE
Charges  Charges Charges  Allowance Investment  Receivables  Total
$2,958 $15,946 $3,030 § _ $ — $§ — $21,934
1,384 244 576 —_ — — 2,204
— — 674 — — — 674
— 5,206 1,072 58,843 — — 65,121
$4,342  $21,396 $5,352  $58,843 § - $§ — $89933
$4,342 3§ — $1,924 % —_— $ — $ — 36266
- —  2m — — - 2,17
— — 182 — — —_ 182
— — 1,075 — — — 1,075
—_ 6,274 —_ — - — 6,274
—_ 15,122 — — — — 15,122
— — — 58,843 — — 58,843
$4,342  $21,396 $5,352  $58,843 $ — $ — $89,933
$§ 957 § 2,500 $ 709 $§ — $ — $§ — $4,166
267 1,120 345 — — — 1,732
— — 249 ~— 2,059 — 2,308
$1,224  $ 3,620 $1,303 $ — $2,059 $§ — $8206
$1,054 § 2,500 $ 691 % — 3 — $ — §$4.245
170 — 471 — — — 641
— — (26) — — — (26)
— — 167 — — — 167
— 1,120 — — — — 1,120
_ _ — — 2,059 — 2059
$1,224 3 3,520 $1,303 § — $2,059 $ — §$ 8206
$ 241 § — $§ 23 § — § — $ — § 264
466 — 205 — — 5,200 5,871
— — 9 — — — 9
10 — 6 — — — 16
$ 717 3§ — $ 243 § — $ — $5200 $ 6,160
$ 717 $ — $ 28 % —_— $ — $ — § 745
— — 74 — — — 74
— — 141 — — — 141
— — — — — 5,200 5,200
$ 717§ — $ 243 % - $ — $5,200 $ 6,160
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(22) Legal Matters

On Jaruary 12, 2005, a putative class action lawsuit was filed against 1/0, its chief executive officer, its
chief Anancial officer enc the president of GXT ir the U.S. District Court for the Southern District of Texas,
Houston Division. Tte action, styled Harold Read, individually and on behalf of all others similarly
situated v. Input/Outout, Inc, Robert P. Peebler, J. Michael Kirksey, and Michael K. Lambert, alleges
violations ¢f Sections :0{b} and 20(a) of the Securities Exchange Act of 1934, and Rule 10b-5 thereuncer.
The action was filed purportedly on behalf of purciasers ¢f I/0’s common stock who purchased shares during
the period from May 10, 2004 through January 4, 2005. The complaint seeks damages in an unspecified
amount plus costs and attorneys’ fees. The complaint alleges misrepresentations and omissions in public
announcements and filings concerning our business, sales and products. On February 4 and 10, 2005, and
March 15, 2005, three similar lawsuits were filed ia the U.S. District Court for the Southern District of Texas,
Houston Division. The three complaints, styled Matt Brody, individually and on behalf of all others similarly
situated v. Input/Output, Inc, Robert P. Peebler and J. Michael Kirksey, and Giovanni Arca vs. Input/Quiput,
Inc., Roberi P. Peebler, J. Michael Kirksey, and Michael X. Lambert, and Schneur Grossberger, individually
and on behalf of all others similarly situated v. Input/Output, Inc., Robert P. Peebler, J. Michael Kirksey, and
Michael K. Lambert, contain factual allegaticns similar to those in the Read complaint. The Brody complaint,
however, contans additional allegations that the defendarts failed to disclose or misrepresented that (1) the
Company’s products were cefective, (2) the Company’s customers were wrongfully induced into buying the
Company’s products a2d (3) the Company violated Generally Accepted Accounting Principles and SEC rules
by failing to properly ~zport and disclose the allegedly iliegal nature of its revenue during the proposed class
perioc. The Brody case is the only of the purported class ection cases where the defendants have been served
with process. A stipuletion of the parties has beer filed in the Brody case that provides (i) the plaintiffs shall
move purstant to the Private Securities Litigation Reform Act for appointment of lead plaintiff and lead
counsel on or before March 14, 2003, (ii) the pla‘ntiffs shail file a consolidated class action complaint witain
45 days after the entry of an order appointing lead plaintiif and lead counsel, (iii) the defendants shail answer
or otherwise respond within 45 days after a consolidated complaint is filed, and (iv) if any defendant moves to
dismiss the consolidated complaint, then the response ¢ the motion will be filed within 45 days and the
defendants will have 3C days to file a reply. No discovery -as been conducted by the parties in any of the cases,
and discovery will be stayed should the defendants file 2 motion {o dismiss until there is a ruling on that
motion. Based on the Company’s review of the complaints, management believes the lawsuits are without
merit and intends to defend the Company and its officers zamed as parties vigorously. However, management
is unable tc determine whether the ultimate resolution of these cases will have a material adverse impact on
the Company’s financ’al condition, results of operation or liquidity.

In October 2002, the Company filed a lawsuit against Paulsson Geophysical Services, Inc. (“PGSI”) and
its owner in the 286:n District Court for Fort Bend County, Texas, seeking recovery of approximately
$0.7 million thzt was unpaid and due to the Company resulting from the sale of a custom product that PGSI
asked the Company to construct in 2001. In 2002, the Company fully reserved for all amounts due frem PGSI
with regarc to this sale. After the Company filed suit to recover the PGSI receivable, PGSI alleged that the
delivered custom procuct was defective and ccunter-c:aimed against the Company, asserting breach of
contract, breach of warranty and other related causes of action. The case was tried to a jury during May 2004.
The jury re*urned a ve-dict in June 2004, the resu'ts of which would not have supported a judgment awarding
damages to eitaer the Company or the defendants. In August 2004, the presiding judge overruled the jury
verdict and orcered a new trial. The Company and the defendants have not yet scheduled a new trial and
continue to discuss the dispute. Company management continues to believe that the ultimate resolution of the
case will nct have a material adverse impact on the finarcial condition or liquidity of the Company.

The Company has been named in various lawsuits or threatenec actions that are incidental to its ordinary
business. Such lawsuits and actions could increase in number as the Company’s business expands and the
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INPUT/OUTPUT, INC. AND SUBSIDIARIES
MNOTES T0 CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Compary grews lorgs:. Llﬁig“ ‘on is inherently unprecdiciable. Any claims against the Company, whether
meritoricus cr act, could be time consuming, cause the Company to incur costs and expenses, require
significant amounis ¢f management time and resul! in the civersion of significant operational resources. The
resclts of these lawscits and actions cannot be predicted with certainty. Management believes that the
ultimaie reso.uiion ¢f these meatiers will not have a material adverse impact on the financial condition or
liquidizy of the Cemneny.

(23} Related Patizs

iy

presides was fcunder, president and Chief Executive Cfficer. See Note 8 of Notes to Consolidated Financial
Staiements.

In April 2003, i-e Comgeny invested in Energy Virtual Partners, an entity for whom the Company’s

M=, Lapey-e is t"m chairman and a significant equity owner of Laitram, L.L.C. (Laitram) and has served
as presicent ¢f Lalirera and s predecessors since 1989, Laitram is a privately owned, New Orleans-based
menufacturer ¢f fcc orecessing equipment and modular cenveyor belts. Mr. Lapeyre and Laitram together
owred 23.7% ¢’ tic bv_‘-:)any s outstanding common stock as of February 20, 2005.

The Comzany ecguired ,/-01Course Inc., the Company’s marine positioning products business, from
Laitram in 1938 arnd :vna:::ed it /0 Marine Systeras, Inc. “n connection with that acquisition, the Company
enterec into a Continusd Servicss Agreement with Laiiram under which Laitram agreed to provide the
Ccmpany cerizin accch:ﬂng, software, manufacturing and maintenance services. Manufacturing services
consist primery ¢’ mackining of parts for the Company’s marine positioning systems. The term of this
agreement expired r Sentember 2001 but the Cempany continues to operate under its terms. In addition,
when toe Comrany reguests, tae legal staff of Laitram advises the Company on certain intellectual property
maiters with regazd io the Company’s marine positioning systems. During 2004, we paid Laitram a total of
ap?)rom“late]v 1,8.4.5 ;7\,, h-CJ consisted of approAimateLy $1,166,700 for manufacturing services, $623,270

2002 ﬁscal yez:s, v pald Laﬁ.ram a total of appromﬂate;y $1.17 mllhon and $1.9 mllhon, respectively, for
these services. In the coinion of the Company’s management, the terms of these services are fair and
reasoragie anc as ‘zv s:as e o the Company as tkose that could have been obtained from unrelated third
parties at the “’me of thelr performance.

(247 Subseguent Lvent

In February 20C3, t2¢ Cormpany issued to Fleicker international, Ltd. (Fletcher), an affiliate of private
investment firm Fletcher Asset Management, Inc., 30,000 shares of a newly designated Series D-1
Cumulative Cenvertizle Preferred Stock (Series D-1 ?referred Stock) in a privately-negotiated transaction
and received $30 millcn in proceeds. The Series -1 Preferred Stock may be converted, at the holder’s
election, into v 1o 3,812,428 shares of the Company’s common stock, subject to adjustment, at an initial

conversion price ¢f $7.86S per share, also subject to adjustment in certain events.

The Comzany also granted Fletcher the right, commencing August 16, 2005 and expiring on February 16,
2008 {subject <0 extcrnsicn), to purchase up to an additiona! 40,000 shares of one or more additional series of
Series 3 Preferred Siock, having similar terms and conditions as the Series D-1 Preferred Stock, and having a
conversion price egue! o 122% of the prevailing mariet price of our common stock at the time of its issuance,
but not less tzan $5.31 zer skare (subject to adjustment in certain events).
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SCHEDULE II

INPUT/OUTPUT, INC. AND SUBSIDIARIES
VALUATION AND QUALIFYING ACCOUNTS

Balance at Charged to

Beginning Costs and Balance at
Year Ended December 31, 2002 of Year Expenses Deductions End of Year
{In thousands)
Allowances for doubtf:l accounts .................. $ 1,752 $ 2,543 $ (2,620) $ 1,675
Allowances for doubtfzl notes .. ................... 10,735 158 (665) 10,228
Reserves for excess and obsolete inventory .......... 14,351 4,947 (1,131)(b) 18,157
Warranty. .. ... e 4,669 1,679 (3,434) 2,914
Allowance for ret deferred tax assets ............... 12,864 84,719 — 97,583
Balance at Charged to
Beginning Costs and Balance at
Year Ended December 31, 2903 of Year Expenses Deductions End of Year
(In thousands)
Allowances for doubtful accounts .................. $ 1,675 § 569 § (694) $ 1,550
Allowances for doubtful notes ..................... 10,228 — (7,615)(a) 2,613
Reserves for excess and obsolete inventory .......... 18,167 1,224 (7,518) (b) 11,873
Warmanty. . o e 2,914 2,885 (2,366) 3,433
Allowance for net defe-red tax assets ............... 97,583 4,289 _ 101,872
Balance at Charged to
Beginning Costs and Balance at
Year Ended December 31, 2004 of Year Expenses Deductions End of Year
(In thousands)
Allowances for doubtful accounts .................. $ 1,550 $ 1,616 $ (13) $ 3,153
Allowances for doubtful aotes . .................... 2,613 4,730 (1,450) 5,893
Reserves for excess and obsolete inventory .......... 11,873 717 (1,768} (b) 10,822
Warranty. . .. ..o e s 3,433 4,606 (4,207 3,832

Allowance for ret deferred tax assets ............... 101,872 1,713 (11,310} 92,275

(a) The deduction to “he allowance fcr doubtful rotes is due to the recovery of previously reserved notes and
due to certain notes which have been written off during the year ended December 31, 2003.

(b) The deduction to the reserve for excess and cbsolete inventory is due to the sale or dispesal of inventory
.which had been previously reserved.
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Restatsd Ceriificate of Incorporation dated August 31, 1990, filed on March 19, 2001 as
Exnitit 3.1 0 the Company’s Transiticn Report on Form 10-K for the seven months ended
Dacerzber 31, 2000 (Registration No. 0G1-12591), and incorporated herein by reference.
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Repor: en Form 8-K (Registration No. 001-12691), and incorporated herein by reference.
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{nmue/Cutous, Inc., filed as Exhibit 2 to the Company’s Registration Statement on Form 8-A
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Exhicit 13.5), and incorporated herein by reference.
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Cemrsary’s Form: 8-K (Registration No. 001-12691), and incorporated herein by reference.

Araerded and Restated 1990 Stock Optien Plan, filed on June 9, 1999 as Exhibit 4.2 to the
Cemgpery’s Regisiration Statement on Form S-8 (Registration No. 333-80299), and incorporated
hereir ty reference.

Lease Anreoment dated as of August 23, 2001, between NL Ventures 111 Stafford L.P. and
Invut/Cuipes, Inc, filed on November 14, 2001 as Exhibit 10.28 1o the Company’s Quarterly
Remor: ¢ Form 18-Q for the quarter ended September 30, 2001 (Registration No. 001-12691),
and irccrocrated erein by reference.

izput/Cuipus, Inc. Amended and Restated 1996 Non-Employee Director Stock Option Plan,
fiizd cn Jurnz 9, 1999 as Exhibit 4.3 to the Company’s Registration Statement on Form S-8
{Regiztresion Ne. 333-80299), and incorporaied herein by reference.

Rishts £zrezment dated as of January 17, 1927, by and between Input/Output, Inc. and Harris
Trust 2nc Savings Bank, as Rights Agent, including exhibits thereto, filed on January 27, 1997 as
Exhibit 4 tc the Company’s Form 8-A (Registration No. 001-12691), and incorporated herein by
reforence.

Input/Cuipus, Inc. Employee Stock Purchase Plan, filed on March 28, 1997 as Exhibit 4.4 to the
Comuary’s Registration Statement on Form S-8 (Registration No. 333-24125), and incorporated
neveir &y reference.

First Arcendment ‘o Rights Agreement dated April 21, 1999, by and between the Company and
Herris Trust and Savings Bank, as Rights Agent, filed on May 7, 1999 as Exhibit 10.3 to the
Cemparny’s Current Report on Form 8-X {Registration No. 001-12691), and incorporated herein
by refarence.

Regiscra’’on Righ's Agreement dated as of November 16, 1998, by and among the Company and
Trs Laitram Corporation, filed on March 12, 2004 as Exhibit 10.7 to the Company’s Annual
Renor: ¢~ Form 13-K for the year ended December 31, 2003 (Registration No. 001-12691), and
incorpore’ec hereln by reference.

Tnout/ Cuiput, Inc. 1998 Restricted Stock Plan dated as of June 1, 1998, filed on June 9, 1999 as
Exzhibit £.7 to the Company’s Registration Statement on S-8 (Registration No. 333-80297), and
incorporgied herein by reference.

Input/Cuiput Inc. Non-qualified Deferred Compensation Plan, filed on April 1, 2002 as
Exhiblt 12.14 to the Company’s Annuai Repost on Form 10-K for the year ended December 31,
2001 {Ragistration No. 001-12691), and incorporated herein by reference.
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¥¥10.10 — Amendment No. 1 to the Input/Output, inc. Amended and Restated 1996 Non-Employee
Director Stock Option Plan dated September 13, 1999, filed on November 14, 1999 as
Exaibit 1C.4 tc the Company’s Quarterly Report on Form 10-Q for the fiscal quarter ended
August 31, 1999 (Registration No. 031-12659), and incorporated herein by reference.

**10.11 — Input/Ouput, Inc. 2000 Restricted Stock Plan, effective as of March 13, 2000, filed on
August 17, 2000 as Exhibit 10.27 to the Company’s Annual Report on Form 10-K for the fiscal
year endec May 31, 2000 (Registration No. 001-12691), and incorporated herein by reference.

**10.12 — Input/Ou’put, Inc. 2000 Long-Term incentive Plan, filed on November 6, 2000 as Exhibit 4.7 to
the Company’s Registration Statement on Form S-8 (No. 333-49382), and incorporated by
reference herein.

**%10.13 — Input/Ou-put, Inc. Amerded and Restated 2991 Outside Directors Stock Option Plan.

**10.14 — Amendment to the Input/Output, Inc. Amended and Restated 1991 Outside Directors Stock
Option Plen, filed on August 28, 1997 as Exhibit 10.9 to the Company’s Annual Report on Form
10-K for ‘he fiscal year ended May 31, 1997 (Registration No. 001-12691), and incorporated
herein by -eference.

*#10.15 — Amendment No. 2 to the Input/Ou’put, Inc. Amended and Restated 1991 Outside Directors
Steck Option Plan, dated September 13, 1999, filed on November 14, 1999 as Exhibit 10.3 to the
Company’s Quarterly Report on Ferm 10-Q for the fiscal quarter ended August 31, 1999
{Registrat'on No. 001-12691), and incorpora‘ed herein by reference.

**10.16 — Employment Agreement dated effective as of March 31, 2003, by and between the Company and
Rodert P. Peebler, filed on March 31, 2003 2s Exhibit 10.1 to the Company’s Current Report on
Form 8-K (Registration No. 001-12€91), and incorporated herein by reference.

*#%10.17 — Employment Agreement dated effective as of January 1, 2004, by and between the Company and
J. Michae. Kirksey, filed on March 12, 2004 as Exhibit 10.21 to the Company’s Annual Report
on Form 1C-K for the year erded December 31, 2003 (Registration No. 001-12691), znd
incorporated herein by reference.

*#10.18 — Employmsznt Agreement dated effective as of April 23, 2003, by and between the Company and
Jorge Machnizh, filed on August 7, 2003 as Exhibit 10.28 to the Company’s Quarterly Report on
Form 10-Q for the fiscal quarier eaded June 30, 2003 (Registration No. 001-12691), and
incorporated herein by reference.

10.19 — Steck Purchase Agreement dated as of May 19, 2004, by and among the selling shareholders, GX
Technology Corporation and the Company, filed on May 10, 2004 as Exhibit 2.1 to the
Company’s Registration Statement on Form S-3 (Reg. No. 333-115345), and incorporated
herein by reerence..

10.20 — First Amencment to Stock Purchase Agreement dated as of June 11, 2004, by and among the
seliing sherehoiders, GX Technology Corperation and the Company, filed on June 15, 2004 as
Exiibit 1.2 to the Company’s Current Report on Form 8-K/A (Registration No. 001-12691),
and incorporated herein by reference.

*¥10.21 — Employmsznt Agreement dated effective as of June 15, 2004, by and between the Company znd
David L. Rolard, filed on August 9, 2004 as Exhibit 10.5 to the Company’s Quarterly Report on
Form 10-Q for the quarterly period ended June 30, 2004 (Registration No. 001-12691), and
incorporated herein by reference.

**10.22 — Executive Employment Agreement dated as of March 26, 2004, by and between GX Technology
Corporaticn and Michael K. Lambers, filed on August 9, 2004 as Exhibit 10.2 to the Cempary’s
Quarterly Report on Form 10-Q for the quarterly period ended June 30, 2004 (Registration No.
00:-1269), ard incorporated herein by reference.

*#10.23 — First Amendment to Executive Em»loyment Agreement dated as of June 14, 2004, by and
between GX Technology Corporaticn and Michael K. Lambert, filed on August 9, 2004 as
Exaibit 1C.3 to the Company’s Quarterly Renort on Form 10-Q for the quarterly period ended
June 30, 2004 (Registration No. 001-12691}, and incorporated herein by reference.

**10.24 — Second Amencément to Executive Employment Agreement dated as of June 14, 2004, by and
between GX Technology Corporaticn and Michael K. Lambert, filed on August 9, 2004 as
Exaibit 1C.4 to the Company’s Quar:erly Reoort on Form 10-Q for the quarterly period ended
June 30, 2004 (Registration No. 001-12691}, and incorporated herein by reference.
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1 o ‘he Companys Quarterly ercu on Form 10 Q for the quarterly period ended
Jurne 33, 2004 (Registration No. 001-12681), and incorporated herein by reference.

10.26 — Concept Sysiems Foidings Limited Shere Acqguisition Agreement dated February 23, 2004, filed
on March 5, 2004 as Exhibit 2.1 to the Co*noa”xy s Current Report on Form 8-K (Registration
Neo. 002-12681), erd incorporated herein oy reference.

10.27 — Cencest Sysiems Holdings Limited Regisiration Rights Agreement dated February 23, 2004,
fizzd cn Mecch 5, 2004 as Exhibit 4.1 to the Company’s Current Report on Form 8-K
(Regisiretion No. G0i-12691), and incorporated herein by reference.

#%10.28 — Form of Zmployment Inducement Stock Option Agreement for the Input/Output, Inc. —
Ceacert Systems Zmployment Inducement Stock Option Program, filed on July 27, 2004 as
Exnibit 4.1 to the Company’s Registration Statement on Form S-8 (Reg. No. 333-117716), and
incorperzied herein Dy reference.

10.29 — Second Amerndmen: to Rights Agreement dated February 16, 2005, amending the terms of the
Rights Agreement, as amended, between the Company and Computershare Investor Services,
LZC (SL cessor to Harris Trust and Savings Bank), as Rights Agent, dated as of January 17,
1987, fied on February 17, 2005 as Exhibit 3.2 to the Company’s Form 8-K (Registration No.
00:-125913, and incorporated herein by reference.

10.3C — Ag‘eeﬁe at deted es of February 15, 2005 between Input/Output, Inc. and Fletcher International,
L, £ied on Febrvary 17, 2005 as Exhibit 10.1 to the Company’s Form §-K (Registration No.
02.-125913, and incorporated herein by reference.

#%10.31 — Input/Sutput, Inc. 2003 Stock Option Plan, dated March 27, 2003 (incorporated by reference to
Azserdix B of the Company’s definitive proxy statement on Schedule 14A filed with the
Securities and Exchange Commission on April 30, 2003).

*#10.32 — Input/Ouiput, Inc, 2004 Long-Term: Incentive Plan, dated May 3, 2004 (incorporated by
refsrence to Appendix B of the Company’s definitive proxy statement on Schedule 14A filed with
the Securities and Sxchange Commission on May 13, 2004).

#2171 — Sussiciarss ¢f the Company.

#23.7 — Ccnsexnt ¢f PricewaterhouseCoopers LLP.

#2401 — Tre Power ¢f Attorney is set forth on the sigrature page hereof.

#3]1.7 — Certifeziion of Chlef Executive Officer Purszant to Rule 13a-14(a) or Rule 15d-14(a).

#31.2 — Certifcation of Cxief Financial Officer Pursuant to Rule 13a-14(a) or Rule 15d-14(a).
#3217 — Certification of Chlefl Executive Officer Pursuant to 18 U.S.C. §1350
*32.2 — Certificaron of Cxiel Financial Officer Pursuant to 18 U.S.C. §1350.
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the Company are welcome to call Investor
Relations at +1 281 933 3339. If you prefer, you
may send your requests to the Investor
Relations’ e-mail address: ir@i-o.com. Recent
news releases, financial information and SEC
filings can be downloaded from the Company’s
website at www.i-o.com.

ANNUAL REPORT ON FORM 10-K
Input/Qutput’s Annual Report on Form 10-K for
the fiscal year ended December 31, 2004,
although furnished as an integral part of this
Annual Report to Shareholders, is also available
upon request without charge from Input/Output,
Inc., Attn: Investor Relations, 2300 Parc Crest
Drive, Stafford, Texas 77477

ANNUAL MEETING

The Annual Meeting of Shareholders of
Input/Qutput, Inc. will be held at the Holiday thn
Southwest, 1160 Southwest Freeway, Houston,
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CEO & CFO CERTIFICATES

The Company has included as Exhibit 3| to its
Annual Report on Form 10-K for its fiscal year
ended December 3|, 2004 filed with the
Securities and Exchange Commission, certificates
of the Chief Executive Officer and Chief Financial
Officer of the Company certifying the quality of
the Company’s pubtic disclosure, and the Cornpany
has submitted to the New York Stock Exchange a
certificate of the Chief Executive Officer of the
Company certifying that he is not aware of any
violation by the Company of New York Stock
Exchange corporate governance listing standards.

A copy of the Company’s Annual Report on
Form 10-K filed with the Securities and Exchange
Commission will be furnished without charge to
any shareholder upon written request to the
address listed above.

STATEMENT FOR PURPOSE OF
FORWARD-LOOKING STATEMENTS

The information included herein contains certain
forward-looking statements within the meaning
of Section 27A of the Securities Act of 1933 and
Section 2| E of the Securities Exchange Act of
1934. These forward-looking statements include
statements concerning expected future financial
positions, segment sales, results of operations,
cash flows, funds from operations, financing
plans, gross margins, business strategy, budgets,
projected costs and expenses, capital
expenditures, competitive position, product
offerings, technology developments, access to
capital and growth opportunities, future sales
and market growth, and other statements that
are not of historical fact. Actual results may vary
materially from those described in these
forward-looking statements. All forward-looking
statements reflect numerous assumptions and
involve a number of risks and uncertainties.
These risks and uncertainties include the timing
and development of the Company’s products and
services and market acceptance of the Company’s
new and revised product offerings; risks
associated with competitor’s product offerings
and pricing pressures resulting therefrom; the
relatively small number of customers that the
Company currently relies upon; the fact that a
significant portion of the Company’s

revenues is derived from foreign sales; the
Cempany’s ability to successfully manage the
integration of its acquisitions into the Company's
operations; the risks that sources of capital may
not prove adequate; the Company’s inability to
produce products to preserve and increase
market share; collection of receivables; and
technological and marketplace changes
affecting the Company’s product line.
Additicnal risk factors, which could affect

actual results, are disclosed by the Company
from time to time in its filings with the Securities
and Exchange Commission, including its

Annual Report on Form {0-K for the year

ended December 31, 2004.

The information contained herein includes
references to trademarks, service marks and
registered marks of Input/Qutput and our
subsidiaries, as indicated. Except where stated
otherwise or unless the context otherwise
requires, the terms "VectorSeis,” "MESA”
"DigiCOURSE,” "DigiSHOT,” and "VectorSeis
System Four” refer to our VectorSeis®, MESA®,
DigiCOURSE®, DigiSHOT®, and VectorSeis
Systermn Four” registered marks, and the terms
"AZIM," “DigiFIN,” “DigiRANGE II," "Applied
MEMS,” "Giving Seismic a Whole New Image,”
and "Image-Driven” refer to our AZIM", DigiFiN",
DigiRANGE II", Applied MEMS™, Giving Seismic a
Whole New Image”, and Image-Driven” trademarks
and service marks.
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